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SUMMARY :  This  document  contains 
final  regulations  relating  to  the  provision 
of  services  or  office  space  to  certain  em¬ 
ployee  benefit  plans,  the  investment  of 
plan  assets  in  bank  deposits,  the  provi¬ 
sion  of  ancillary  services  by  banks  or 
similar  financial  Institutions  to  plans, 
and  the  transitional  rules  for  the  provi¬ 
sion  of  services  to  plans.  Changes  in  the 
applicable  tax  law  were  made  by  the 
Employee  Retirement  Income  Security 
Act  of  1974.  These  regulations  provide 
necessary  guidance  to  the  public  for  com¬ 
pliance  with  the  law,  and  affect  all  em¬ 
ployees  who  are  entitled  to  receive  re¬ 
tirement  benefits  imder  certain  employer 
plans,  their  employers,  persons  providing 
services  to  such  plans,  and  banks  or  sim¬ 
ilar  financial  Institutions,  as  well  as  other 
persons  who  enter  into  transactions  with 
such  plans. 

DATE:  The  regulations  are  ^ective  for 
taxable  years  ending  after  December  31. 
1974. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Mr.  Larry  £.  Smith  of  the  Legislation 
and  Regulations  Division,  Office  of  the 
Chief  Coimsel,  Internal  Revenue  Serv¬ 
ice,  1111  Constitution  Avenue,  NW., 
Washington,  D.C.  20224  (Attention: 
CC:LR:T),  202-566-3909  (Not  a  toll- 
free  call) . 

SUPPLEMENTARY  INFORMATION: 
Background 

On  July  30,  1976,  the  Federal  Register 
published  proposed  amendments  to  the 
Pension  Excise  Tax  Regulations  (26  CFR 
Part  54)  imder  section  4975  of  the  In¬ 
ternal  Revenue  Code  of  1954  (the  Ctode) . 
41  FR  31838.  The  amendments  were  pro¬ 
posed  to  conform  the  regulations  to  sec¬ 
tion  2003  of  the  Employee  Retirement 
Income  Security  Act  of  1974  (the  Act) 
(88  Stat.  971) .  On  December  29, 1976,  the 
Federal  Register  published  a  notice  of 
hearing  which  contained  additional 
material  relating  to  the  proposed  amend¬ 
ments.  41  FH  56758.  A  public  hearing  was 
held  (m  February  14,  1977.  After  con¬ 
sideration  of  all  comments  regarding  the 
proposed  amendments,  those  amend¬ 
ments  are  adopted  as  modified  by  this 
Treasury  decision. 

By  notice  appearing  in  the  same  issue 
of  the  Federal  Register,  the  Department 


of  Labor  (the  Department)  announced 
that  it  had  imder  consideration  a  pro¬ 
posal  to  adopt  similar  regulations.  By 
notice  appearing  in  this  issue  of  the 
Federal  Register,  the  Department  has 
announced  the  adoption  of  similar 
regulations. 

Sections  4975  (a)  and  (b)  impose  ex¬ 
cise  taxes  on  disqualified  persons  who 
engage  in  transactions  with  employee 
benefit  plans  which  constitute  prohibited 
transactions  as  defined  in  section  4975 
(c)  (1) .  Section  4975(d)  contains  exemp¬ 
tions  from  these  prohibited  transaction 
provisions.  Section  2003(c)  (2)  of  the  Act 
contains  transitional  rules  which  delay 
the  effective  date  of  section  4975  for  cer¬ 
tain  transactions.  These  regulations  ex¬ 
plain  certain  of  the  exemptions  and 
transitional  rules  which  relate  to  the 
provision  of  office  space  or  services  to 
plans  by  disqualified  persons,  the  invest¬ 
ment  of  plan  assets  in  deposits  of  a  bank 
or  similar  financial  institution,  and  the 
provision  of  ancillary  services  by  banks 
or  similar  financial  institutions  to  plans. 

Exemption  for  Office  Space  or  Services 

Under  the  notices,  the  exemption  for 
the  provision  of  office  space  or  services 
applied  to  those  kinds  of  services  w'hich 
are  “necessary  for  the  establishment  or 
operation  of  the  plan’’.  §  54.4975-6  (b) 
(1)  (i)  (§  2550.408b-2(b)  (1)  (i) ) ."  A  serv¬ 
ice  was  Interpreted  as  being  necessary 
“if  it  is  of  a  type  which  is  customarily 
furnished  to  plans  of  the  kind  in  question 
in  the  ordinary  course  of  their  being  es¬ 
tablished  <»•  operated.”  §  54.4975-6(b)  (2) 
(§  2550.408b-2(b)  (2)). 

This  mterpretation  was  criticized  in 
various  comments  on  the  grounds  that 
it  would  permit  an  Improper  service  so 
long  as  the  service  was  customary  prior 
to  the  adoption  of  the  Act.  On  the  other 
hand,  many  comments  noted  that  what 
is  customary  varies  with  the  size  and 
kmd  of  plan  as  well  as  with  the  geo¬ 
graphical  reglcm  in  which  the  plan  is 
located,  and  that  the  proposed  inter¬ 
pretation  might  not  permit  recognition 
of  new  kinds  of  services  which  may  be 
developed  in  the  future.  Several  com¬ 
ments  stated  that  the  services  should  be 
considered  “necessary”  only  if  they  were 
essential  to  plan  operation.  The  proposed 
interpretation  of  what  constitutes  a  nec¬ 
essary  service  has  been  revised  in  light 
of  these  comments. 

The  notices  provided  that  the  service 
must  be  furnished  under  a  contract  or 
arrangement  which  is  reasonable.  §  54.- 
4975-6(b)  (1)  (ii)  (§  2550.408l>-2(b)  (1) 
(ii)  ).  Under  the  notices  a  contract  is 
not  reasonable  unless  the  contract  may 
be  terminated  by  the  plan  “•  •  •  with¬ 
out  penalty  to  the  plan  on  reasonably 
short  notice  under  the  circumstances 
•  *  §  54.4975-6(b)(3)  (5  2550.408b- 

2(b) (3) ). 

The  length  of  the  notice  period  as 
compared  to  the  length  of  the  lease  was 

'References  are  to  the  parallel  provisions 
of  the  proposed  amendments  Issued  by  the 
Service  and  the  Department,  26  and  29  CFR 
respectively.  Reference  to  the  parallel  regu¬ 
lations  the  Department  are  contained  In 
the  parentheses. 


proposed  as  a  factor  to  be  considered 
in  determining  reasonableness. 

Objections  were  made  to  the  use  of 
this  factor  on  the  grounds  that  it  does 
not  bear  a  sufficient  relationship  to  com¬ 
mercial  practice.  Clarification  was  also 
requested  as  to  whether  a  provision  for 
a  minimum  fee  or  other  provision  which 
is  designed  to  permit  recoupment  of 
start-up  costs  would  be  a  “penalty” 
under  the  proposed  amendments.  These 
provisions  in  the  proposed  amendments 
have  been  revised  in  response  to  the 
comments. 

The  exemption  does  not  apply  if  the 
arrangement  for  services  or  office  space 
Involves  fiduciary  confiicts  of  interest 
described  in  section  4975(c)(1)  (E)  or 
(F) .  In  this  regard,  the  notices  provided 
a  description  of  a  “safe  harbor”  as 
follows: 

ITius,  a  person  who  Is  a  fiduciary  with 
respect  to  a  plan  may  not  provide  additional 
services  to  the  plan  and  receive  any  compen¬ 
sation  or  other  consideration  In  connection 
therewith,  imless  such  provision  of  services 
Is  arranged  and  approved  on  behalf  of  the 
plan  by  a  fiduciary  who  Is  Independent  of 
and  unrelated  to  the  fiduciary  providing 
such  services,  who  Is  not  a  party  to  such 
arrangement  for  the  provision  of  services, 
who  does  not  receive  any  compensation  or 
other  consideration  with  respect  to  such 
provision  of  services,  and  who  has  no  other 
Interest  with  respect  to  the  transaction  that 
might  affect  the  exercise  of  such  fiduciary's 
best  Judgment  as  a  fiduciary. 

5  54.4975-6(b)  (1)  (§  2550.4089b-2(b) 

(D). 

Many  comments  were  received  criti¬ 
cizing  the  ambiguity  of  the  above  quoted 
provision.  Further  clarification  was  pro¬ 
vided  in  the  notice  of  hearing  published 
on  December  29,  1976,  in  the  Federal 
Register.  This  notice  was  also  criticized 
in  various  commmts  as  being  ambiguous 
with  respect  to  the  applicability  of  the 
“safe  harbor”  in  certain  common  situ¬ 
ations. 

In  reqionse  to  these  comments,  this 
portion  of  the  proposed  amendments  has 
been  extensively  revised  to  provide  better 
guidance  as  to  the  circumstances,  under 
which  the  provision  of  services  does  or 
does  not  Involve  an  act  of  self-dealing 
under  section  4975(c)  (1)  (E). 

Investment  in  Deposits  of  Banks  or 
Similar  Financial  Institutions 

Under  the  notices.  Investments  in  the 
deposits  of  a  fiduciary  bank  or  similar  fi¬ 
nancial  institution  in  some  circum¬ 
stances  must  meet  certain  requirements 
as  to  express  authorization.  §  54.4975-6 
(c)(2)  (ii)  and  (iU)  C  2550.408b-4(b) 
(2)  and  (3)). 

Several  comments  objected  that  a  re- 
quiremoit  of  express  authorization  in 
plan  instruments  of  the  specific  invest¬ 
ment  would  necessitate  amending  hun¬ 
dreds  of  plans,  a  procedure  which  the 
commentators  stated  would  be  adminis¬ 
tratively  burdensome.  Further  clarifica¬ 
tion  was  requested  as  to  the  exact 
language  which  would  constitute  a  suffi¬ 
cient  authorization  under  the  regulations 
and  whether  retroactive  amendment  of 
plan  Instruments  would  be  permitted. 
Consequently,  these  requirements  have 
been  clarified. 
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Ancillary  Services  by  Banks  or  Similar 
Financial  Institutions 

In  the  notices,  attention  was  called  to 
the  proposed  regulations  dealing  with  the 
exemption  in  section  4975(d)  (6)  of  the 
CXxle  and  section  408(b)(6)  of  the  Act 
for  the  provision  to  a  plan  of  ancillary 
services  by  a  bank  or  similar  financial  in¬ 
stitution  which  is  a  fiduciary  with  respect 
to  the  plan.  The  Code  said  the  Act  re¬ 
quire  that  such  ancillary  services  be  pro¬ 
vided  subject  to  specific  guidelines  deter¬ 
mined  by  the  agents  after  consultatimi 
with  Federal  and  State  supervisory  au¬ 
thorities.  The  requirements  for  the  spe¬ 
cific  guidelines  were  reserved  in  the  no¬ 
tices,  and  comments  were  requested  as 
to  what  provisions  the  guidelines  should 
contain. 

Section  54.4975-6(c)  (3)  has  been  re¬ 
served  pending  development  of  such 
guidelines.  When  such  guidelines  have 
been  developed,  a  separate  notice  of  pro¬ 
posed  rule  making  will  be  prepared  con¬ 
taining  proposed  §  54.4975-6(c)  (3). 

The  notice  proposed  to  require  tliat 
ancillary  services  be  furnished  under  sm 
agreement  which  binds  the  bank  or  sim¬ 
ilar  financial  instltuticm  to  comply  with 
the  gifidelines  for  the  furnishing  of  such 
ancillary  services.  §  54.4975-6(d)  (2)  (Iv) 
(§  2550.408b-6(b)  (4) ) .  Cixnments  were 
received  objecting  to  this  condition  on 
the  gi'oxmds  that  it  would  involve  unnec¬ 
essary  cost  to  plans  and  that  cmnpliance 
with  the  guidelines  could  be  required  by 
regulations.  This  requirement  has-been 
(Knitted. 

Transitional  Rule  for  Services 

The  notices  directed  attention  to  al¬ 
ternative  interpretaticms  of  identical 
language  ccxitained  in  Act  sections  414 
(c)(4)  and  2003(c)(2)(D)  for  the  tran¬ 
sitional  rule  relating  to  the  provision  of 
services.  In  8  53.4941(d) -4(c)  (relating 
to  acts  of  self-dealing  involving  private 
foundations),  the  Treasuiy  interpreted 
similar  language  to  mean  that,  in  cer¬ 
tain  circumstances,  a  lease  or  loan  must 
be  renegotiated  by  the  parties  even 
though  the  terms  of  the  pre-existing 
contract  do  not  permit  either  party  to 
insist  upon  an  a^ustment  of  the  con¬ 
tract  terms.  The  Service  proposed  to 
adopt  a  similar  Interpretation  under  Act 
section  2003(c)  (2)  (D) .  However,  the  De¬ 
partment  did  not  propose  to  require  re¬ 
negotiation  until  renewal  if  the  terms  of 
the  pre-existing  contract  did  not  permit 
an  adjustment  of  the  contract  terms. 

Because  parallel  provisions  appear  in 
both  Act  sections  414(c)  (4)  and  2003 
(c)  (2)  (D) ,  the  two  agencies  proposed  to 
review  public  comments  on  these  alter¬ 
native  interpretations  and  to  adopt  a 
imiform  rule.  After  reviewing  the  public 
comments,  the  agencies  have  decided  to 
adopt  the  interpretation  in  the  notice 
issued  by  Department,  because  of  sub¬ 
stantial  differences  in  the  operation  of 
private  fiNmdatlons  and  employee  bene¬ 
fit  plans  imder  their  respective  transi¬ 
tional  rules. 

Other  Matters 

These  final  regulations  replace  infor¬ 
mation  releases  issued  by  the  Service  re- 
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lating  to  the  matters  dealt  with  in  these 
regulatkms,  e4[.,  TJJl.  No.  1329  (De¬ 
cember  31.  1974).  TJJL  No.  1396  (July 
24.  1975).  and  T.LR.  No.  1399  (August 
13.  1975) .  In  addition  to  other  changes, 
various  stylistic  and  clarifying  changes 
have  been  made  from  the  notices. 

Drafting  Information 

The  principal  author  of  this  regulation 
was  Mr.  Larry  E.  Smith  of  the  Legisla¬ 
tion  and  Regulations  Division  the 
Office  of  Chief  Counsel,  Internal  Reve¬ 
nue  Service.  However,  personnel  from 
other  (^ces  of  the  Internal  Revenue 
Service,  the  Treasury  Department  and 
the  Department  of  Labor  participated  in 
developing  the  regulation,  both  on  mat¬ 
ters  of  substance  and  style. 

Adoption  of  Amendments 
TO  THE  Regulations 

Accordinglj',  26  CFR  Part  54  is 
amended  as  follows: 

Paragraph  1.  Section  54.4975-6  is  in¬ 
serted  in  the  appropriate  place  to  read 
as  follows: 

§  51.4973—6  .Statutory  ext*  nipt  ions  fur 
oHire  s|>are  or  services  and  certain 
transactions  involving  linancial  insti¬ 
tutions. 

( a)  Exemption  for  office  space  or  serv¬ 
ices. — (1)  In  general.  Section  4975(d) 
(2)  exempts  fimn  the  excise  taxes  im¬ 
posed  by  secti(m  4975  payment  by  a  plan 
to  a  disqualified  person,  including  a  fidu¬ 
ciary,  for  office  space  or  any  service  (or 
a  c(Nnbinati(m  of  services),  if  (i)  such 
office  space  or  service  is  necessary  for  the 
establishment  or  operation  of  the  plan; 
(il)  such  office  space  or  service  is  fur¬ 
nished  imder  a  contract  or  arrangement 
which  is  reasonable;  and  (lii)  no  more 
than  reasonable  compensation  is  paid 
for  such  office  space  or  service.  However, 
section  4975(d)  (2)  does  not  contain  an 
exemption  for  acts  described  in  section 
4975(c)(1)(E)  (relating  to  fiduciaries 
dealing  with  the  income  or  assets  of 
l^ans  in  their  own  interest  or  for  their 
own  account)  or  acts  described  in  sec¬ 
tion  4975(c)  (1)  (F)  (relating  to  fiduci¬ 
aries  receiving  consideration  for  their 
own  (lersonal  account  from  any  party 
dealing  with  a  plan  in  connection  with  a 
transaction  involving  the  Income  or  as¬ 
sets  of  the  plan) .  Such  acts  are  separate 
transactions  not  described  in  sectlim 
4975(d)(2).  See  §8  54.4975-6(a) (5)  and 
54.4975-6(a)  (6)  for  guidance  as  to 
whether  transactions  relating  to  the 
furnishing  of  office  space  or  services  by 
fiduciaries  to  plans  involve  acts  de¬ 
scribed  in  sectiiHi  4975(c)  (1)  (E). 

Section  4975(d)  (2)  does  not  contain 
an  exemption  from  other  provisions  of 
the  Code,  such  as  secticHi  401,  or  other 
provisions  of  law  whicdi  may  impose  re- 
quiremoits  or  restrictiems  relating  to  the 
transacticKis  which  are  exempt  under 
section  4975  (d)  (2) .  See,  for  example,  the 
general  fiduciary  responsibility  provi- 
siCHis  of  section  404  of  the  Employee  Re¬ 
tirement  inemne  Security  Act  of  1974 
(the  Act)  (88  Stat.  877).  The  provisions 
of  section  4975(d)  (2)  are  further  limited 
by  the  flush  language  at  the  end  of  sec¬ 
tion  4975(d)  (relating  to  transactions 
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with  owner -nnployees  and  r^ated  per¬ 
sons). 

(2)  Necessary  service.  A  service  is 
necessary  for  the  estaWishmoat  or  (H>era- 
tl(m  of  a  plan  writhln  the  meaning  of 
section  4975(d)(2)  and  8  54.4975-6(a) 
(l)(i)  if  the  service  is  appropriate  and 
helpful  to  the  plan  obtaining  the  service 
in  carrying  out  the  purposes  for  which 
the  plan  is  establish^  or  maintained.  A 
persmis  providing  such  a  service  to  a 
plan  (or  a  person  who  is  disqualified 
pers(m  solely  by  reason  of  a  relationship 
to  such  a  service  provider  described  in 
section  4975(e)  (2)  (F),  (G).  (H).or  (I)  > 
may  furnish  goods  which  are  neces¬ 
sary  for  the  establishmoit  or  operation 
of  the  plan  in  the  course  of,  and  inci¬ 
dental  to,  the  furnishing  of  such  servi  e 
to  the  plan. 

(3)  Reasonable  contract  or  arrange¬ 
ment.  No  contract  or  arrangement  is 
reasmiable  within  the  meaning  of  section 
4975(d)(2)  and  f  54.4975-6(a)  (D  (ii)  if 
it  does  not  permit  termination  by  the 
plan  without  penalty  to  the  plan  on  rea¬ 
sonably  short  notice  under  the  circum¬ 
stances  to  prevent  the  plan  from  becom¬ 
ing  locked  into  an  arrangement  that  has 
becixne  disadvantageous.  A  long-term 
lease  which  may  be  terminated  prior  to 
its  expiration  (without  penalty  to  the 
plan)  on  reasonably  short  notice  under 
the  circumstances  is  not  generally  an 
unreasmiable  arrangement  merely  be¬ 
cause  of  its  long  term.  A  provisiiMi  in  a 
contract  <x  other  arrangmnent  which 
reascHiably  compensates  the  service  pro¬ 
vider  or  lessor  fOT  loss  upon  eaii^  termi¬ 
nation  of  the  contract,  arrangement  or 
lease  is  not  a  penalty.  For  example,  a 
minimal  fee  in  a  service  contract  which 
is  charged  to  allow  recoupment  of  rea¬ 
sonable  start-up  costs  is  not  a  penalty. 

Similarly,  a  provision  in  a  lease  for  a 
terminatimi  fee  that  covers  reastxiably 
foreseeable  expenses  related  to  the 
vacancy  and  reletting  of  the  office  space 
upon  early  terminatiem  of  the  lease  is 
not  a  penalty.  Such  a  provision  does  not 
reasonably  compensate  for  loss  if  it  pro¬ 
vides  for  payments  in  excess  of  actual 
loss  or  if  it  fails  to  require  mitigation  of 
damages. 

(4)  Reasonable  compensation.  Sec¬ 
tion  4975(d)(2)  and  8  54.4975-6(a) (1) 
(iii)  permit  a  plan  to  pay  a  disqualified 
person  reasonable  compensation  for  the 
provision  of  office  space  or  services  de¬ 
scribed  in  section  4975(d)  (2) .  Paragraph 
(e)  of  this  section  contains  regulations 
relating  to  what  constitutes  reasonable 
compensation  for  the  provision  of 
services. 

.  (5)  Transactions  ivith  fiduciaries. — 
(i)  In  general.  If  the  furnishing  (rf  office 
space  or  a  service  Involves  an  act  der 
scribed  in  section  4975(c)  (1)  (E)  or  (F> 
(relating  to  acts  Involving  conflicts  of 
interest  by  fiduciaries) ,  such  as  act  con¬ 
stitutes  a  separate  transaction  which  is 
not  exempt  under  section  4975(d)(2). 
The  prohibitions  of  sections  4975(c)(1) 
(E)  and  (F)  supplement  the  other  pro¬ 
hibitions  (ff  sectlqp  4975(c)  (1)  by  im¬ 
posing  on  disqualified  persons  who  are 
fiduciaries  a  duty  of  undivided  loyalty  to 
the  plans  for  which  they  act.  These  pro¬ 
hibitions  are  Imposed  upon  fiduciaries  to 
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deter  tliiem  frotn  exercising  the  author¬ 
ity.  control,  or  responsibility  which 
makes  such  persons  fiduciaries  when 
they  have  interests  which  may  conflict 
with  the  interests  of  the  plans  for  which 
they  act.  In  such  cases,  the  fiduciaries 
have  interests  in  the  transactions  which 
may  affect  the  exercise  of  their  best 
judgment  as  fiduciaries.  Thus,  a  fiduci¬ 
ary  may  not  use  the  authority,  control,  or 
responsibility  which  makes  such  person  a 
fiduciary  to  cause  a  plan  to  pay  an  addi¬ 
tional  fee  to  such  fiduciary  (or  to  a 
person  in  which  such  fiduciary  has  an 
interest  which  may  affect  the  exercise 
of  such  fiduciary’s  best  judgment  as  a 
fiduciary  >  to  provide  a  service.  Nor  may 
a  fiduciary  use  such  authority,  control, 
or  responsibility  to  cause  a  plan  to  enter 
into  a  transaction  involving  plan  assets 
whereby  such  fiduciary  (or  a  person  in 
which  such  fiduciary  has  an  interest 
which  may  affect  the  exercise  of  such  fi¬ 
duciary’s  best  judgm«it  as  a  fiduciary) 
will  receive  consideration  from  a  third 
party  in  connecticm  with  such  trans¬ 
action. 

A  perscm  in  which  a  fiduciary  has  an 
interest  which  may  affect  the  exercise  of 
such  fiduciary’s  best  judgment  as  a 
fiduciary  includes,  for  example,  a  person 
who  is  a  disqualified  person  by  reason  of 
a  relationship  to  such  fiduciary  described 
in  section  4975(e>  (2)  (E) ,  (F) ,  (G) ,  (H) , 
or  (I» . 

( ii »  Transactions  not  described  in  sec¬ 
tion  4975(c)  (1)  (£).  A  fiduciary  does  not 
engage  in  an  act  described  in  section 
4975(c>  (1)  (E)  if  the  fiduciary  does  not 
use  any  of  the  authority,  control  or  re¬ 
sponsibility  which  makes  such  person  a 
fiduciary  to  cause  a  plan  to  pay  addi¬ 
tional  fees  for  a  service  furnished  by 
such  fiduciary  or  to  pay  a  fee  for  a  serv¬ 
ice  furnished  by  a  person  in  which  such 
fiduciary  has  an  interest  which  may  af¬ 
fect  the  exercise  of  such  fiduciary’s  best 
judgment  as  a  fiduciary.  This  may  occur, 
for  example,  when  one  fiduciary  is  re¬ 
tained  on  behalf  of  a  plan  by  a  second 
fiduciary  to  provide  a  service  for  an 
additional  fee.  However,  because  the 
authority,  control  or  responsibility  which 
makes  a  person  a  fiduciary  may  be  exer¬ 
cised  “in  effect’’  as  well  as  in  form,  mere 
approval  of  the  transaction  by  a  second 
fiduciary  does  not  mean  that  the  first 
fiduciary  has  not  used  any  of  the  author¬ 
ity,  control  or  responsibility  which 
makes  such  person  a  fiduciary  to  cause 
the  plan  to  pay  the  first  fiduciary  an  ad¬ 
ditional  fee  for  a  service. 

<riii)  Services  without  compensation.  If 
a  fiduciary  provides  services  to  a  plan 
without  the  receipt  of  compensation  or 
other  consideration  (other  than  reim¬ 
bursement  of  direct  expenses  properly 
and  actually  Incurred  in  the  perform¬ 
ance  of  such  services  within  the  meaning 
of  paragraph  (e)  (4)  of  this  section),  the 
provision  of  such  services  does  not,  in 
and  of  itself,  constitute  an  act  described 
in  section  4975(c)(1)  (E)  or  (P).  The 
allowance  of  a  deduction  to  an  employer 
under  section  162  or  212  for  the  expense 
incurred  in  fumishi^  office  space  or 
services  to  a  plan  established  or  main¬ 
tained  by  such  employer  does  not  const! - 
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tute  compensation  or  other  considera¬ 
tion. 

(6)  Examples.  The  provisions  of 
§  54.4975-6(a)  (5)  may  be  illustrated  by 
the  following  examples: 

Example  (f).  E,  an  employer  whose  em¬ 
ployees  are  covered  by  plan  P,  Is  a  fiduciary 
of  P.  I  is  a  professional  Investment  adviser  In 
which  E  has  no  Interest  which  may  affect  the 
exercise  of  E’s  best  judgment  as  a  fiduciary. 
E  causes  P  to  retain  I  to  provide  certain  kinds 
of  Investment  advisory  services  of  a  tsrpe 
which  causes  I  to  be  a  fiduciary  of  P  under 
section  4975(e)  (3)  (B).  Thereafter,  I  proposes 
to  perform  for  addltonal  fees  portfolio  evalu¬ 
ation  services  in  addition  to  the  services 
currently  provided.  The  provision  of  such 
services  is  arranged  by  I  and  approved  on 
behalf  of  the  plan  by  E.  I  has  not  engaged 
In  an  act  described  in  section  4976(c)  (1)  (E), 
because  I  did  not  use  any  of  the  authority, 
control  or  responsibility  which  makes  I  a 
fiduciary  (the  provision  of  Investment  ad¬ 
visory  services)  to  cause  the  plan  to  pay  I 
additional  fees  for  the  provision  of  the  port¬ 
folio  evaluation  services.  E  has  not  engaged 
in  an  act  which  is  described  in  section  4975 
(c)(1)(E).  E.  as  the  fiduciary  who  has  the 
responsibility  to  be  prudent  in  his  selection 
and  retention  of  I  and  the  other  investments 
advisers  of  the  plan,  has  an  interest  in  the 
purchase  by  the  plan  of  portfolio  evaluation 
services.  However,  such  an  interest  is  not  an 
interest  which  may  affect  the  exercise  of  E’s 
best  judgment  as  a  fiduciary. 

Example  (2).  D,  a  trustee  of  plan  P  with 
discretion  over  the  management  and  disposi¬ 
tion  of  plan  assets,  relies  on  the  advice  of  C. 
a  consultant  to  P,  as  to  the  Investment  of 
plan  assets,  thereby  making  C  a  fiduciary  of 
the  plan.  On  January  1,  1978,  C  recommends 
to  D  that  the  plan  purchase  an  Insurance 
policy  from  U,  an  insttrance  company  which 
concerning  the  fact  that  C  will  receive  a 
P.  C  thoroughly  explains  the  reasons  for  the 
reconunendatlon  and  makes  a  full  disclosure 
concerning  the  fact  that  C  will  receive  a 
commission  from  XT  uptm  the  purchase  of 
the  pcrilcy  by  P.  D  considers  the  reconunenda¬ 
tlon  and  approves  the  purchase  of  the  pcdicy 
by  P.  C  receives  a  commission.  Under  such 
circiunstancee.  C  has  engaged  in  an  act  de¬ 
scribed  in  section  4976(c)(1)(E)  (as  well  as 
section  4976(c)  (1)  (P) )  bemuse  C  Is  in  fact 
exercising  the  authority,  control  or  respon¬ 
sibility  which  nutkes  C  a  fiduciary  to  caxise 
the  plan  to  purchase  the  p<fiicy.  However,  the 
transaction  Is  exempt  from  the  prohibited 
transaction  provisions  of  section  4975(c)(1) 
If  the  requirements  of  Prohibited  Transac¬ 
tion  Exemption  77-9  are  met. 

Example  (J).  Assume  the  same  facts  as 
in  Example  (2)  except  that  the  nature  of 
C’s  relationship  with  the  plan  Is  not  such 
that  C  is  a  fiduciary  of  P.  The  purchase  of 
the  insurance  policy  does  not  Involve  an  act 
described  In  section  4976(c)(1)  (E)  or  (P), 
because  such  sections  only  apply  to  acts  by 
fiduciaries. 

Example  (4).  E,  an  employer  whose  em¬ 
ployees  are  covered  by  plan  P,  is  a  fiducidiy 
with  respect  to  P.  A.  who  Is  not  a  disquali¬ 
fied  person  with  respect  to  P,  persuades  E 
that  the  plan  needs  the  services  of  a  pro¬ 
fessional  Investment  adviser  and  that  A 
should  be  hired  to  provide  the  investment 
advice.  Accordingly,  E  causes  P  to  hire 
A  to  provide  Investment  advice  of  the 
tirpe  which  makes  A  a  fiduciary  under 
J  64.4976-6(c)(l)(U)(B).  Prior  to  the  ex¬ 
piration  of  A’s  first  contract  with  P.  A 
persuades  E  to  cause  P  to  renew  A's  contract 
with  P  to  provide  the  same  services  for  addi¬ 
tional  fees  in  view  of  the  Increased  costs 
in  providing  such  services.  During  the  period 
of  A’s  second  contract,  A  provides  additional 
Investment  advice  services  for  which  no  addi¬ 


tional  charge  is  made.  Prior  to  the  expiration 
of  A’s  second  contract,  A  persuades  E  to  cause 
P  to  renew  his  contract  for  additional  fees 
in  view  of  the  additional  services  A  is  pro¬ 
viding.  A  has  not  engaged  in  an  act  de¬ 
scribed  In  section  4976(c)(1)(E),  because 
A  has  not  used  any  of  the  authority,  control 
or  responsibility  which  makes  A  a  fiduciary 
(the  provision  of  investment  advice)  to  cause 
the  plan  to  pay  additional  fees  for  As 
services. 

Example  (5).  P,  a  trustee  of  plan  P  with 
discretion  over  the  management  and  dispo¬ 
sition  of  plan  assets,  retains  C  to  provide 
administrative  services  to  P  of  the  type  which 
makes  C  a  fiduciary  under  section  4975(ei 
(3)(C).  "Thereafter,  C  retains  P  to  provide, 
for  additional  fees,  actuarial  and  various 
kinds  of  administrative  services  In  addition 
to  the  services  P  Is  ciu-rently  providing  to 
P.  Both  P  and  C  have  engaged  In  an  act 
described  In  section  4975(c)(1)(E).  P,  re¬ 
gardless  of  any  Intent  which  he  may  have 
had  at  the  time  he  retained  C,  has  engaged 
In  such  an  act  because  P  has.  In  effect,  ex¬ 
ercised  the  authority,  control  or  responsibil¬ 
ity  which  makes  P  a  fiduciary  to  cause  the 
plan  to  pay  P  additional  fees  for  the  services 
C,  whose  continued  employment  by  P  de¬ 
pends  on  P,  has  also  engaged  In  such  an  act . 
becatise  C  has  an  interest  in  the  transaction 
which  might  affect  the  exercise  of  C’s  best 
judgment  as  a  fiduciary.  As  a  result.  C  has 
dealt  with  plan  assets  in  his  own  Interest 
under  section  497S(c)  (1)  (E) . 

Example.  (6) .  P,  a  fiduciary  of  plan  P  wltli 
discretionary  authority  respecting  the  man¬ 
agement  of  P,  retains  S,  the  son  of  P,  to 
provide  for  a  fee  various  kinds  of  adminis¬ 
trative  services  necessary  for  the  operation 
of  the  plan.  P  has  engaged  in  an  act  described 
In  section  4975(c)  (1)  (E),  because  S  is  a  per¬ 
son  in  whom  P  has  an  interest  which  may 
affect  the  exercise  of  P’s  best  judgment  as 
a  fiduciary.  Such  act  is  not  exempt  under 
section  4976(d)  (3)  Irrespective  of  whethw 
the  provision  of  the  services  by  S  is  exempt. 

Example  (7) .  T,  one  of  the  trustees  of  plan 
P.  is  president  of  bank  B.  The  bank  pro¬ 
poses  to  provide  administrative  services  to 
P  for  a  fee.  T  physically  absents  himself 
from  all  consideration  of  B’s  proposal  and 
does  not  otherwise  exercise  any  of  the  au¬ 
thority,  control  or  responsibility  which 
makes  T  a  fiduciary  to  cause  the  plan  to 
retain  B.  The  other  trustees  decide  to  re¬ 
tain  B.  T  has  not  engaged  in  an  act  described 
In  section  4976(c)(1)  (E).  Further,  the  other 
trustees  ■  have  not  engaged  in  an  act  de¬ 
scribed  In  section  4976(c)(1)(E)  merely  be¬ 
cause  T  is  on  the  board  of  trustees  of  P. 
This  fact  alone  would  not  make  them  have 
an  Interest  in  the  transaction  which  might 
affect  the  exercise  of  their  best  Judgment 
as  fiduciaries. 

(b>  Exemption  for  bank  deposits. — 

(1)  In  general.  Section  4975(d)(4)  ex¬ 
empts  from  the  excise  taxes  imposed  by 
section  4975  investment  of  all  or  a  part 
of  a  plan’s  assets  in  deposits  bearing  a 
reasonable  rate  of  interest  in  a  bank  or 
similar  financial  institution  supervised 
by  the  United  States  or  a  State,  even 
though  such  bank  or  similar  financial  in¬ 
stitution  is  a  fiduciary  or  other  disquali¬ 
fied  person  with  respect  to  the  plan,  if 
the  conditions  of  either  5  54.4975-6(b) 

(2)  or  §  54.4975-6(b)  (3)  are  met.  Section 
4975(d)(4)  provides  an  exemption  from 
section  4975(c)  (1)  (E)  relating  to  fidu¬ 
ciaries  dealing  with  the  Income  or  assets 
of  plans  in  their  own  interest  or  for  their 
own  account),  as  well  as  sections  4975 
(c)(1)  (A)  through  (D),  because  sec¬ 
tion  4975(d)  (4)  contonplates  a  bank  or 
similar  financial  institution  causing  a 
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plan  for  which  it  acts  as  a  fiduciary  to 
Invest  plan  assets  in  its  own  deposits  if 
the  requirements  of  section  497S(d)  (4) 
are  met.  However,  It  does  not  provide  an 
exemption  from  section  4975(c)(1)(F) 
(relating  to  fiduciaries  receiving  consid¬ 
eration  for  their  own  personal  accoimt 
from  any  party  dealing  with  a  plan  in 
connection  with  a  transaction  involving 
the  income  or  assets  of  the  plan).  The 
receipt  of  such  consideration  is  a  sepa¬ 
rate  transaction  not  described  in  the 
exemption.  Section  4975(d)  (4)  does  not 
contain  an  exemption  from  otlier  provi¬ 
sions  of  the  Code,  such  as  section  401,  or 
other  provisions  of  law  which  may  im¬ 
pose  requirements  or  restrictions  relat¬ 
ing  to  the  transactions  which  are  ex¬ 
empt  imder  section  4975(d)  (4).  See,  for 
example,  the  general  fiduciary  responsi¬ 
bility  provisions  of  section  404  of  the 
Act.  The  provisions  <rf  section  4975(d) 
(*1)  are  further  limited  by  the  flush  lan¬ 
guage  at  the  end  of  section  4975(d)  (re¬ 
lating  to  transactions  with  owner-em¬ 
ployees  and  related  persons) . 

(2)  Plan  covering  own  employees.  Such 
Investment  may  be  made  if  the  plan  is 
one  which  covers  only  the  employees  of 
the  bank  or  similar  financial  Institution, 
the  employees  of  any  of  its.  affiliates,  or 
the  employees  of  both. 

(3)  Other  plans. — (i)  General  rule. 
Such  investment  may  be  made  if  the 
Investment  is  expressly  authorized  by  a 
provision  of  the  plan  or  trust  instru¬ 
ment  or  if  the  investment  is  expressly 
authorized  (or  made)  by  a  fiduciary  of 
the  plan  (other  than  the  bank  or  similar 
flimncial  institution  or  any  of  its  affili¬ 
ates)  who  has  authority  to  make  such 
investments,  or  to  instruct  the  trustee 
or  other  fiduciary  with  respect  to  in¬ 
vestments,  and  who  has  no  interest  in  the 
transaction  which  may  affect  the  exer¬ 
cise  of  such  authorizing  fiduciary’s  best 
Judgment  as  a  fiduciary  so  as  to  cause 
such  authorization  to  constitute  an  act 
described  in  section  4975(c)(1)  (E)  or 
(F).  Any  authorization  to  make  invest¬ 
ments  contained  in  a  plan  or  trust  in¬ 
strument  will  satisfy  the  requirement  of 
express  authorization  for  investments 
made  prior  to  November  1,  1977. 

Effective  November  1,  1977,  in  the  case 
of  a  bank  or  similar  financial  institution 
that  invests  plan  assets  in  deposits  in 
Itself  or  its  affiliates  under  an  authoriza¬ 
tion  contained  in  a  plan  or  trust  instru¬ 
ment,  such  authorization  must  name 
such  bank  or  similar  financial  institution 
and  must  state  that  such  bank  or  similar 
financial  institution  may  make  invest¬ 
ments  in  deposits  which  bear  a  reason¬ 
able  rate  of  Interest  in  itself  (or  in  an 
affiliate.) 

(11)  Example.  B,  a  bank,  la  the  trustee  of 
plan  P's  assets,  liie  trust  Instruments  give 
the  trustee  the  right  to  Invest- plan  assets 
In  Its  discretion.  B  Invests  In  the  certificates 
of  deposit  of  bank  C,  which  Is  a  fiduciary  of 
the  plan  by  virtue  of  performing  certain 
custodial  and  administrative  services.  The 
authorization  Is  sufficient  for  the  plan  to 
make  such  Investment  under  section  4976 
(d)(4).  Further,  such  authorization  would 
suffice  to  allow  B  to  make  investments  tn 
deposits  In  Itself  prior  to  November  1.  1977. 
However,  sabsequent  to  Octobn-  31,  1977,  B 


may  not  Invest  In  deposits  In  itself,  unless 
the  plan  or  trust  Instrxunent  specifically  au¬ 
thorizes  it  to  Invest  In  deposits  of  B. 

(4)  Definitions.  (D  The  term  “bank  or 
similar  financial  institution”  Includes  a 
bank  (as  defined  in  section  581),  a 
domestic  building  and  loan  association 
(as  defined  in  section  7701(a)  (19) ),  and 
a  credit  union  (as  defined  in  section  101 
(6)  of  the  Federal  Credit  Union  Act) . 

(ii)  A  person  is  an  affiliate  of  a  bank 
or  similar  financieJ  institution  if  such 
person  and  such  bank  or  similar  financial 
institution  would  be  treated  as  members 
of  the  same  controlled  group  of  corpora¬ 
tions  or  as  members  of  two  or  more 
trades  or  businesses  under  common  con¬ 
trol  within  the  meaning  of  section  414 

(b)  or  (c)  and  the  regulations  there¬ 
under. 

(iii)  The  term  “deposits”  includes  any 
account,  temporary  or  otherwise,  upon 
which  a  reasonable  rate  of  interest  is 
paid,  including  a  certificate  of  deposit 
issued  by  a  bank  or  similar  financial 
institution. 

(c)  Exemption  for  ancillary  bank  serv¬ 
ices. — (1)  In  general.  Section  4975(d) 
(6)  exempts  from  the  excise  taxes  im¬ 
posed  by  section  4975  the  provision  of 
certain  ancillary  services  by  a  bank  or 
similar  financial  institution  (as  defined 
in  8  54.4975-8(b)  (4)  (1) )  supervised  by 
the  United  States  or  a  State  to  a  plan  for 
which  it  acts  as  a  fiduciary  if  the  condi¬ 
tions  in  §  54.4975-6(c)  (2)  are  met.  Such 
ancillary  services  hudude  services  which 
do  not  meet  the  requirements  of  section 
4975(d)  (2) ,  because  the  provision  of  such 
services  involves  an  act  described  in  sec¬ 
tion  4975(c)(1)(E)  (relating  to  fiduci¬ 
aries  dealing  with  the  income  or  assets 
of  plans  in  their  own  interest  or  for  their 
own  account)  by  the  fiduciary  bank  or 
similar  financial  Institution.  Section  4975 

(d)  (6)  provides  an  ex«nptlon  from  sec¬ 
tion  4975(c)  (1)  (E),  because  section  4975 
(d)  (6)  contemplates  the  provision  of 
such  ancillary  services  without  the  ap¬ 
proval  of  a  second  fiduciary  ( as  described 
in  §  54.4975-6(a)(5)(il))  if  the  condi- 
Uons  of  8  54.4975-6(c)  (2)  are  met.  Hius, 
for  example,  plan  assets  held  by  a  fidu¬ 
ciary  bank  which  are  reasonably  ex¬ 
pected  to  be  needed  to  satisfy  current 
Idan  expenses  may  be  placed  by  the  bank 
In  a  non-interest-bearing  checking  ac- 
coimt  in  the  bank  If  the  conditions  of 
i  54.4975-6(c)  (2)  are  met,  notwithstand¬ 
ing  the  provisions  of  section  4975(d)  (4) 
(relating  to  investments  in  bank  de¬ 
posits)  .  However,  section  4975  (d )  ( 6  > 
does  not  provide  an  exemption  for  an  act 
described  In  secti(»i  4975(c)  (1)  (F)  (re¬ 
lating  to  fiduciaries  receiving  considera¬ 
tion  for  their  own  personal  account  from 
any  party  dealing  with  a  plan  in  con¬ 
nection  with  a  transaction  involving  the 
Income  or  assets  of  the  plan) .  The  receipt 
of  such  consideration  Is  a  separate  trans¬ 
action  not  described  in  section  4975(d) 
(6). 

Section  4975(d)(6)  does  not  contain 
an  exemption  from  other  provisions  of 
the  Code,  such  as  section  401,  or  other 
provisions  of  law  which  may  Impose  re¬ 
quirements  or  restrictions  relating  to  the 
transactions  which  are  exempt  under 


section  4975(d)  (6) .  See,  for  example,  the 
general  fiduciary  responsibility  provi¬ 
sions  of  sectfcm  404  of  the  Act.  The  pro¬ 
visions  of  section  4975(d)  (6)  aze  fur¬ 
ther  limited  by  the  flush  language  at  the 
end  of  section  4975(d)  (relating  to  trans¬ 
actions  with  owner -employees  and  re¬ 
lated  persons) . 

(2)  Conditions.  Such  service  must  be 
provided : 

(1)  At  not  more  than  reasonable  com¬ 
pensation; 

(il)  Under  adequate  Internal  safe¬ 
guards  which  assure  that  the  provision 
of  such  service  Is  consistent  with  sound 
banking  and  financial  practice,  as  deter¬ 
mined  by  Federal  or  State  supervisory 
authority;  and 

(iii)  Only  to  the  ext^t  that  such  serv¬ 
ice  is  subject  to  specific  guidelines  Issued 
by  the  bank  or  similar  flnanHwi  institu¬ 
tion  which  meet  the  requirements  of 
5  54.4975-6(0  (3). 

(3)  Specific  guidelines.  [Reserved) 

(d)  Exemption  for  services  as  a  fidu¬ 
ciary.  [Reserved] 

(e)  Compensation  for  services. — (1) 
In  general.  Section  4975(d)  (2)  refers  to 
the  payment  of  reasonable  compensation 
by  a  plan  to  a  disqualified  person  for 
services  rendered  to  the  plan.  Section 
4975(d) (10)  and  li  54.4975-6(e) (2) 
through  54.4975-6(e)  (5)  cluify  what 
constitutes  reasonable  c(Hnpensation  for 
such  services. 

(2)  General  rule.  O^erally,  whether 
compensation  is  “reasonable”  under  sec¬ 
tions  4975(d)  (2)  and  (10)  depends  on 
the  particular  facts  and  circumstances 
of  each  case. 

(3)  Payments  to  certain  fiduciaries. 
Under  sections  4975(d)  (2)  and  (10).  the 
term  “reasonable  compensaUcm”  does  not 
include  any  compensation  to  a  fiduciary 
who  is  already  receiving  full-time  pay 
from  an  employer  or  association  of  em¬ 
ployers  (any  of  whose  employees  are  par¬ 
ticipants  in  the  plan)  or  from  an 
employee  organization  (any  of  whose 
members  are  participants  In  the  plan), 
except  for  the  reimbursement  of  direct 
expenses  properly  and  actually  incurred 
and  not  otherwise  reimbursed.  TTie  re¬ 
strictions  of  this  paragraph  (e)(3)  do 
not  apply  to  a  disqualified  person  who 
Is  not  a  fiduciary. 

(4)  Certain  expenses  not  direct  ex¬ 
penses.  An  expense  Is  not  a  direct  ex¬ 
pense  to  the  extent  it  would  have  been 
sustained  had  the  service  not  been  pro¬ 
vided  or  if  it  represents  an  allocable 
portion  of  overhead  costs. 

(5)  Expense  advances.  Under  sections 
4975(d)  (2)  and  (10),  the  term  “rea- 
sonaUe  compensation”,  as  applied  to  a 
fiduciary  or  an  employee  of  a  plan,  in¬ 
cludes  an  advance  to  such  a  fiduciary 
or  employee  by  the  plan  to  cover  direct 
expenses  to  be  properly  and  actually  in¬ 
curred  by  such  person  in  the  perform¬ 
ance  of  such  person’s  duties  with  the 
plan  If: 

(1)  The  amount  of  such  advance  Is 
reasonable  with  respect  to  the  amount 
of  the  direct  expenae  which  la  hkdy 
to  be  properly  and  actually  feaeurred 
In  the  Immediate  future  (such  aa  dur¬ 
ing  the  next  month) ;  and 
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(ii)  The  fiduciary  or  employee  ac¬ 
counts  to  the  plan  at  the  end  of  the 
period  covered  by  the  advance  for  the 
expenses  properly  and  actually  incurred. 

(6)  Excessive  compensation.  Under 
sections  4975(d)  (2)  and  (10),  any  com¬ 
pensation  which  would  be  considered  ex¬ 
cessive  imder  §  1.162-7  (relating  to 
compensation  for  personal  services 
which  constitutes  an  ordinary  and  nec¬ 
essary  trade  or  business  expense)  will 
not  be  “reasonable  compensation”.  De¬ 
pending  upon  the  facts  and  circum¬ 
stances  of  the  particular  situation,  com¬ 
pensation  which  is  not  excessive  under 
§  1.162-7  may,  nevertheless,  not  be  “rea¬ 
sonable  compensation”  within  the 
meaning  of  secticms  4975(d)  (2)  and 

ao>. 

Par.  2.  Section  54.4975-15  is  inserted 
in  the  appropriate  place  to  read  as 
follows : 

§  54.4975—15  Other  transiii«»nal  riilo>. 

(a)  [Reserved! 

<b>  [Reserved! 

(c)  [Reserved! 

(d)  Provision  of  certain  services  until 
June  30.  1977. — (1)  In  general.  Section 
2003(c)  (2)  (D)  of  the  Employee  Retire¬ 
ment  Income  Security  Act  of  1974  (the 
Act)  (88  Stat.  979)  provides  that  sec¬ 
tion  4975  shall  not  apply  to  the  provi¬ 
sion  of  services  before  June  30,  1977, 
between  a  plan  and  a  disqualified  per¬ 
son  if  the  three  requirements  contained 
in  section  2003(c)  (2)  (D)  of  the  Act  are 
met.  The  first  requirement  is  that  such 
services  must  be  provided  either  (i) 
imder  a  binding  contract  in  effect  on 
July  1,  1974  (or  pursuant  to  a  renewal 
or  modification  of  such  contract) ;  or 
(ii)  by  a  disqualified  person  who  ordi¬ 
narily  and  customarily  furnished  such 
services  on  June  30.  1974.  The  second 
requirement  is  that  the  services  be  pro¬ 
vided  on  terms  that  remain  at  least  as 
favorable  to  the  plan  as  an  arm’s-length 
transaction  with  an  unrelated  party 
would  be. 

For  this  purpose,  such  services  are  pro¬ 
vided  on  terms  that  remain  at  least  as 
favorable  to  the  plan  as  an  arm’s  length 
transaction  with  an  imrelated  party 
would  be  if,  at  the  time  of  execution 
(or  renewal)  of  such  binding  contract, 
the  contract  (or  renewal)  is  on  terms 
at  least  as  favorable  to  the  plan  as  an 
arm’s-length  transaction  with  an  un¬ 
related  party  would  be.  However,  if  in 
a  normal  commercial  setting  an  unre¬ 
lated  party  in  the  position  of  the  plan 
could  be  expected  to  insist  upon  a  re¬ 
negotiation  or  termination  of  a  binding 
contract,  the  plan  must  so  act.  Thus, 
for  example,  if  a  disqualified  person  pro¬ 
vides  services  to  a  plan  on  a  month-to- 
month  basis,  and  a  party  in  the  position 
of  the  plan  could  expected  to  rene¬ 
gotiate  the  price  paid  under  such  con¬ 
tract  because  of  a  decline  in  the  fair 
market  value  of  such  services,  the  plan 
must  so  act  in  order  to  avoid  participa¬ 
tion  in  a  prohibited  transaction.  TTie 
third  requirement  is  that  the  provision 
of  services  must  not  be,  or  have  been, 
at  the  time  of  such  provision  a  pro¬ 
hibited  transaction  within  the  meaning 


of  section  503(b)  or  the  corresponding 
provisions  of  prior  law.  If  these  three 
requirements  are  met.  section  4975  will 
apply  neither  to  services  provided  before 
June  30,  1977  (both  to  customers  to 
whom  such  services  were  being  provided 
on  Jime  30,  1974,  and  to  new  customers) 
nor  to  the  receipt  of  compensation 
therefor.  Thus,  if  these  three  require¬ 
ments  are  met,  section  4975  will  not 
apply  until  June  30.  1977,  to  the  pro¬ 
vision  of  services  to  a  plan  by  a  dis¬ 
qualified  person  (including  a  fiduciary) 
even  if  such  services  could  not  be  fur¬ 
nished  pursuant  to  the  exemption  pro¬ 
visions  of  sections  4975(d)  (2)  or  (6>  and 
§  54.4975-6.  For  example,  if  the  three 
requirements  of  section  2003(c)(2)(D) 
of  the  Act  are  met.  a  person  serving  as 
fiduciary  to  a  plan  who  already  receives 
full-time  pay  from  an  employer  or  an 
association  of  employers,  whose  em¬ 
ployees  are  participants  in  such  plan, 
or  from  an  employee  organization  whose 
members  are  participants  in  such  plan, 
may  continue  to  receive  reasonable  com¬ 
pensation  from  the  plan  for  services 
rendered  to  the  plan  before  June  30, 
1977.  Similarly,  until  June  30,  1977,  a 
plan  consultant  who  may  be  a  fiduciary 
because  of  the  nature  of  the  consultative 
and  administrative  services  being  pro¬ 
vided  may,  if  these  three  requirements 
are  met,  continue  to  cause  the  sale  of 
insurance  to  the  plan  and  continue  to 
receive  commissions  for  such  sales  from 
the  insurance  company  writing  the  pol¬ 
icy.  Further,  if  the  three  requirements 
of  section  2003  (c)(2)(D)  of  the  Act 
are  met,  a  securities  broker  dealer 
who  renders  investment  advice  to  a  plan 
for  a  fee,  thereby  becoming  a  fiduciary, 
may  furnish  other  services  to  the  plan, 
such  as  brokerage  services,  and  receives 
compensation  therefor.  Also,  if  a  regis¬ 
tered  representative  of  such  a  broker- 
dealer  were  a  fiduciary,  the  registered 
representative  may  receive  compensa¬ 
tion,  including  commissions,  for  broker¬ 
age  services  performed  before  June  30, 
1977. 

(2)  Persons  deemed  to  be  June  30. 
1974,  service  providers.  A  disqualified 
person  with  respect  to  a  plan  which  did 
not,  on  June  30, 1974,  ordinarily  and  cus¬ 
tomarily  furnish  a  particular  service, 
will  nevertheless  be  considered  to  have 
ordinarily  and  customarily  furnished 
such  service  on  June  30,  1974,  for  pur¬ 
poses  of  this  section  and  sectiim  2003(c) 
(2)(D)  of  the  Act,  if  either  of  the  fol¬ 
lowing  conditions  are  met; 

(i)  At  least  50  percent  of  the  out¬ 
standing  beneficial  interests'  of  such  dis¬ 
qualified  person  are  owned  directly  or 
through  one  or  more  intermediaries  by 
the  same  person  or  persons  who  owned, 
directly  or  through  one  or  more  inter¬ 
mediaries,  at  least  50  percent  of  the  out¬ 
standing  beneficial  interests  of  a  person 
who  ordinarily  and  customarily  fur¬ 
nished  such  service  on  June  30.  1974;  or 

(ii)  Control  or  the  power  to  exercise 
a  controlling  influence  over  the  man¬ 
agement  and  policies  of  such  disqualified 
person  is  possessed,  directly  or  through 
one  or  more  intermediaries,  by  the  same 
person  or  persons  who  possessed,  directly 
or  through  one  of  more  intermediaries. 


control  or  tlie  power  to  exercise  a  con¬ 
trolling  influence  over  the  management 
and  policies  of  a  person  who  ordinarily 
and  customarily  furnished  such  service 
on  June  30,  1974.  For  purposes  of 
this  paragraph  (d)  (2)  a  person  shall  be 
deemed  to  be  an  “intermediary”  of  an¬ 
other  person  if  at  least  50  percent  of 
the  outstanding  beneficial  interests  of 
such  person  are  owned  by  such  other 
person,  directly  or  indirectly,  or  if  such 
other  person  controls  or  has  the  power 
to  exercise  a  controlling  influence  over 
the  management  and  policies  of  such 
person. 

(3)  Examples.  The  principals  of  S  54.- 
4975-15(d)  (2)  may  be  illustrated  by  the 
following  examples. 

Example  (1).  A  owns  50  percent  of  the 
outstanding  beneficial  Interests  of  ABC 
Partnership  which  ordinarily  and  customar¬ 
ily  furnished  certain  services  on  June  30. 
1974.  On  July  2,  1974.  ABC  Partnership  wa.s 
Incorporated  Into  ABC  Corporation  with  one 
class  of  stock  outstanding.  A  owns  50  per¬ 
cent  of  the  shares  of  such  stock.  ABC  Cor¬ 
poration  furnishes  the  same  services  that 
were  furnished  by  ABC  Partnership  on  June 
30,  1974.  ABC  Corporation  will  be  deemed  to 
have  ordinarily  and  customarily  furnished 
such  services  on  June  30,  1974,  for  purposes 
of  section  2003(c)(2)(D)  of  the  Act. 

Example  (2).  A  and  B  together  own  100 
percent  of  the  beneficial  Interests  of  AB 
Partnership,  which  ordinarily  and  custom¬ 
arily  furnished  certain  services  on  June  30, 
1974.  On  September  1,  1974,  AB  Partnership 
was  incorporated  into  AB  Corporation  with 
one  class  of  stock  outstanding.  A  and  B 
each  own  20  percent  of  such  outstanding 
class  of  stock  and  together  have  control 
over  the  management  and  policies  of  AB 
Corporation.  AB  Corporation  furnishes  the 
same  services  that  were  furnished  by  AB 
Partnership  on  June  30,  1974.  AB  Corpora¬ 
tion  will  be  deemed  to  have  ordinarily  and 
customarily  furnished  such  services  on  June 
30.  1974,  for  purposes  of  section  2003(c)(2) 
(D)  of  the  Act. 

Example  ( J) .  On  June  30,  1974,  M  Corpora¬ 
tion  was  ordinarily  and  customarily  fur¬ 
nishing  certain  services.  On  that  date.  X. 
Y  and  Z  together  owned  60  percent  of  all 
classes  of  the  outstanding  shares  of  M  Cor¬ 
poration.  On  January  28.  1975,  all  of  the 
shareholders  of  M  Corporation  exchanged 
their  shares  In  M  Corporation  for  shares  of 
a  new  N  CorpiMtition.  As  a  result  of  that  ex¬ 
change,  X,  Y  and  Z  together  own  50  percent 
of  the  common  stock  of  N  Corporation,  the 
only  cla.s8  of  N  Corporation  stock  outstand¬ 
ing  after  the  exchange.  N  Corporation  fur¬ 
nishes  the  services  formerly  furnished  by 
M  CcM'poratlon.  N  Corporation  will  be 
deemed  to  have  ordinarily  and  customarily 
furnished  such  sMTlces  on  June  30,  1974, 
for  purposes  of  section  2003(c)  (2)  (D)  of  the 
Act. 

Example  (4).  I  Corporation  ordinarily  and 
customarily  furnished  certain  services  on 
June  30,  1974.  On  November  3,  1976,  I  Cor¬ 
poration  organlaes  a  wholly  owned  sub¬ 
sidiary,  S  Corporation,  which  furnishes  the 
same  services  ordinarily  and  customarily 
furnished  by  I  Corporation  on  June  30, 
1974.  S  Corporation  will  be  deemed  to  have 
ordinarily  and  customarily  furnished  such 
services  on  June  30,  1974,  for  purposes  of 
section  2003(c)(2)(D)  of  the  Act. 

Example  (5).  X  Corporation,  wholly-owned 
and  controlled  by  A,  ordinarily  and  custom¬ 
arily  furnished  certain  services  on  June  30, 
1974.  Y  Corporation  did  not  perform  such 
services  on  that  date.  On  January  2.  1976, 
X  Corporation  Is  merged  into  Y  Corporation 
and,  although  A  received  less  than  50  per- 


FEDERAl  REGISTER.  VOL.  42,  NO.  122 — FRIDAY,  JUNE  24,  1977 


RULES  AND  REGULATIONS 


32:}8!) 


cent  of  the  total  outstanding  shares  of  T 
Corporation,  after  such  merger  A  has  con* 
trol  over  the  management  and  policies  of  Y 
Corporation.  Y  Corporation  furnishes  the 
same  services  that  were  formerly  furnished 
by  X  Corporation.  Y  Corporation  will  be 
deemed  to  have  ordinarily  and  customarily 
furnished  such  services  on  June  30,  1974,  for 
purposes  of  section  200d(c)(2MD)  of  the 
.4ct. 

This  Treasury  decision  is  issued  under 
the  authority  contained  in  section  7805 
of  the  Internal  Revenue  Code  of  1954 
(eSA  Stat.  917;  26  U.S.C.  7805). 

William  E.  Williams. 

Commissioner  of 
Internal  Revenue. 

Approved ; 

Laurence  N.  Woodworth. 

Assistant  Secretary  of  the 
Treasury. 
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Title  29 — Labor 

CHAPTER  XXV— PENSION  AND  WELFARE 
BENEFIT  PROGRAMS 

SUBCHAFTER  F— EMPLOYEE  RETIREMENT 
INCOME  SECURITY  ACT  OF  1974 

PART  2550— RULES  AND  REGULATIONS 
FOR  nOUCIARY  RESPONSIBILITY 

Exemptions  for  the  Provision  of  Services 
or  Office  Space  to  Employee  Benefit 
Plans,  the  Investment  of  Plan  Assets  in 
Bank  Deposits,  the  Provision  of  Bank 
Ancillary  Services  to  Plans,  and  the 
Transitional  Rule  for  the  Provision  of 
Services  to  Plans 

AGENCY:  Department  of  Labor. 
ACTION:  Pinal  regulations. 

SUMMARY :  This  document  contains 
final  regulations  relating  to  the  provi> 
Sion  of  services  or  oflQce  space  to  em¬ 
ployee  benefit  plans,  the  investment  of 
plan  assets  in  tiie  deposits  of  banks  and 
similar  financial  institutions,  the  pro¬ 
vision  of  ancillary  services  by  banks  and 
similar  financial  institutions  to  plans, 
and  the  transitional  rule  for  the  provi¬ 
sion  of  services  to  plans  under  the  Em¬ 
ployee  Retirement  Income  Security  Act 
of  1974.  These  regulations  provide  nec¬ 
essary  gxildance  to  the  public  for  ccxn- 
pllance  with  the  law  and  affect  pcutlci- 
pants  and  beneficiaries  of  employee 
benefit  plans,  their  employers,  persons 
providing  services  to  such  plans,  and 
banks  and  similar  financial  institutions. 

EFFECTIVE  DATE:  January  1,  1975. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Mr.  Forrest  Foss  of  the  Plan  Benefits 
Security  Division,  Office  of  the  Solici¬ 
tor,  Department  of  Labor,  200  Consti¬ 
tution  Avenue  NW,.  Washington, 
D.C.  20210,  Room  C-4508  (202-523- 
6856,  not  a  t<dl  free  number). 

SUPPLEMENTARY  INFORMATION: 
Background 

On  July  30,  1976,  notice  was  published 
In  the  Fbdkral  Rbgister  (41  FR  31874) 
that  the  D^TCurtment  of  Labor  (the  De- 
partmoit)  had  under  consideration  a 


proposal  to  adopt  regulations  29  CFR 
2550.408b-2,  2550.408b-4,  2550.408b-6, 

2550.408C-2,  and  2550.414C-4,  xmder  sec¬ 
tions  408(b)(2),  408(b)(4).  408ib)(6). 
408(c)(2),  and  414(c)(4)  of  the  Em¬ 
ployee  Retirement  Income  Security  Act 
of  1974  (the  Act)  relating  to  the  provi¬ 
sion  of  services  or  office  space  to  plans, 
the  Investment  of  plan  assets  in  bank 
deposits,  the  provision  of  bank  ancillary 
services  to  plans  and  the  transitlcmal 
rule  for  the  provision  of  services  to 
plans.*  On  December  29,  1976,  the  Fed¬ 
eral  Register  published  a  notice  of  hear¬ 
ing  (41  FR  56758)  which  contained  ad¬ 
ditional  material  relating  to  the  pro¬ 
posed  regulations.  On  February  14.  1977, 
the  Department  and  the  Internal  Rev¬ 
enue  Service  (the  Service)  held  a  pub¬ 
lic  hearing  on  the  provisions  of  the  pro¬ 
posed  regulations.  After  consideration  of 
all  the  written  comments  received  and 
the  testimcmy  given  at  the  public  hear¬ 
ing.  the  Department  has  decided  to 
adopt  the  proposed  regulations,  as  modi¬ 
fied  and  set  forth  below.* 

Section  406  of  the  Act  prohibits  a  fi¬ 
duciary  with  respect  to  a  plan  from 
knowingly  causing  the  plan  to  engage  in 
certain  transactions  ("prohibited  trans- 
actions”) .  Section  408(b)  of  the  Act  con¬ 
tains  exempti(His  from  these  prohibited 
transaction  provisions.  Section  414(c) 
(4)  of  the  Act  contains  transitional  rules 
which  delay  the  effective  date  of  section 
406  for  certain  transactions.  These  reg¬ 
ulations  explain  certain  of  the  exemp¬ 
tions  and  translticmal  rules  which  relate 
to  the  provlslim  of  services  or  office  space 
to  plans  by  pcu-tles  In  interest,  the  invest¬ 
ment  of  plan  assets  in  deposits  of  a  bank 
or  similar  financial  institution  which  is 
a  party  In  interest  to  the  plan  and  the 
provision  of  ancillary  services  to  a  i^an 
by  a  bank  or  similar  financial  Institution 
which  is  a  fiduciary  with  respect  to  the 
plan. 

Exemption  for  Office  Space 
OR  Services 

Under  the  notices,  the  exemption  lor 
the  provision  of  office  space  or  services 
applied  to  those  kinds  of  services  which 
are  “necessary  for  the  establishment  or 
operation  of  the  plan.”  S  2550.408b-2(b) 
(1)(1)  (§  54.4975-6(b)(l)(l)).*  A  service 
was  Interpreted  as  being  necessary  “If  It 
Is  of  a  type  which  is  customarily  fur¬ 
nished  to  plans  of  the  kind  in  question  in 
the  ordinary  course  of  their  being  estab¬ 
lished  or  operated.”  S  2550.408b-2<b)  (2) 
(5  54.4975-5(b)(2)). 


*  By  notice  appearing  In  the  !>ame  Isbue  of 
the  Federal  Rxoibtkr  (41  FR  31838),  the  In¬ 
ternal  Revenue  Service  announced  that  It 
had  under  consideration  a  proposal  to  adopt 
similar  regulations. 

*By  notice  appearing  In  this  Issue  of  the 
Federal  Register,  the  Service  has  announced 
th^ adoption  of  similar  regulations. 

^^ferences  are  to  the  parallel  provisions 
of  the  proposed  regulations  Iwued  by  the 
Department  and  the  proposed  amendments 
Issued  by  the  Service,  39  and  26  CFR  respec¬ 
tively.  Reference  to  the  paraUel  amendments 
of  the  Service  are  to  the  Pension  Rxclae  Tax 
Regulations  (36  cm  Part  64)  and  are  con¬ 
tained  In  the  parentheses 


This  interpretation  was  criticized  in 
various  comments  cm  the  grounds  that  it 
would  permit  an  improper  service  so  long 
as  the  service  was  customary  prior  to  the 
adoption  of  the  Act.  On  the  other  hand, 
many  comments  noted  that  what  is  cus¬ 
tomary  varies  with  the  size  and  kind  of 
plan  as  well  as  with  the  geographical  re¬ 
gion  in  which  the  plan  is  l(N;ated.  and 
that  the  proposed  interpretation  might 
not  permit  recognition  of  new  kinds  of 
services  which  may  be  developed  in  the 
future.  Several  comments  stated  that  the 
services  should  be  considered  “neces¬ 
sary”  only  if  they  were  essential  to  plan 
operation.  The  proposed  Interpretation 
of  what  constitutes  a  necessary  service 
has  been  revised  in  light  of  these  com¬ 
ments. 

The  notices  provided  that  the  service 
must  be  furnished  under  a  contract  or 
arrangement  which  is  reasonable.  §  25- 
50.408b-2(b)  (1)  (11)  (§  54.4975-6(b)  (1)  - 
(11) ) .  Under  the  notices,  a  contract  Is  not 
reasonable  unless  the  contract  may  be 
terminated  by  the  plan  “•  •  •  without 
penalty  to  the  plan  on  reasonably  short 
notice  under  the  circumstances  •  • 

§  2550.408b-2(b)  (3)  ($  54.4975-6(b)  (3)  •. 

The  length  of  the  notice  period  as 
compared  to  the  length  of  the  lease  was 
proposed  as  a  factor  to  be  considered  in 
determining  reasonableness.  Objections 
were  made  to  the  use  of  this  factor  on 
the  grounds  that  It  does  not  bear  a  suffi- 
cimt  relationship  to  commercial  prac¬ 
tice.  CHaiificatlon  was  also  requested  as 
to  whether  a  provision  for  a  minimum 
fee  or  other  provision  which  is  designed 
to  permit  recoupment  of  start-up  costs 
would  be  a  “penalty”  under  the  proposed 
regulations.  These  provisions  In  the  pro¬ 
posed  regulations  have  been  revised  in 
response  to  the  comments. 

The  exemption  does  not  apply  if  the 
arrangement  for  services  or  office  space 
involves  fiduciary  cfmfiicts  of  Interest 
described  in  section  406(b)  of  the  Act. 
In  this  regard,  the  notices  provided  a 
description  of  a  “safe  harbor"  as  fol¬ 
lows  : 

Tbuti,  a  person  wbo  Is  a  fiduciary  wltb 
respect  to  a  plan  may  not  provide  additional 
aarvlces  to  the  plan  and  receive  any  cmn- 
pensatlon  or  other  consideration  In  connec¬ 
tion  therewith,  unless  such  provision  of 
services  Is  arranged  and  approved  on  behalf 
of  the  plan  by  a  fiduciary  irtto  Is  Independ¬ 
ent  of  and  unrelated  to  the  fiduciary  pro¬ 
viding  such  services,  who  Is  not  a  party  to 
such  arrangement  for  the  provision  of  serv¬ 
ices,  who  does  not  receive  any  compensation 
or  other  consideration  with  respect  to  spcb 
provision  of  services,  and  who  has  no  other 
Interest  with  respect  to  the  transaction  that 
might  affect  the  exercise  of  such  fiduciary  s 
best  Judgment  as  a  fiduciary. 

S  2550.408b-2(b)(l)  (5  54.4975-6<b' *1) ). 

Many  comments  were  received  criti¬ 
cizing  the  ambiguity  of  the  above  quoted 
provision.  Further  clarlficatlmi  was  pro¬ 
vided  In  the  notice  of  hearing  published 
on  December  29,  1976,  In  the  Federal 
Register.  This  notice  was  also  criticized 
In  various  comments  as  being  ambiguous 
with  respect  to  the  amiUeablUty  of  the 
“safe  harbor”  In  certain  common  situ¬ 
ations. 
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In  response  to  these  comments,  this 
portion  of  the  proposed  reguliUtons  has 
been  ext^udvely  revised  to  ixnvlde  bet¬ 
ter  guidance  as  to  the  clrcwmstances  im- 
der  which  the  provision  of  services  does 
or  does  not  involve  an  act  of  self-dealing 
under  section  406(b)  (1)  of  the  Act. 

Investment  in  Deposits  or  Banks  os 
Similar  Financial  Inshtutions 

Under  the  notices,  Investments  in  the 
deposits  of  a  fiduciary  bank  or  similar 
financial  institution  in  some  circum¬ 
stances  must  meet  certain  requirements 
as  to  express  authorization.  $  2550.408b- 
4(b)  (2)  and  (3)  (5  54.4975-6(c>  (2) 

(ii)  and  (Ui)). 

Several  ccmunents  objected  that  a  re¬ 
quirement  of  express  authorization  in 
plan  instruments  of  the  specific  invest¬ 
ment  would  necessitate  amending  hun¬ 
dreds  of  plans,  a  procedure  which  the 
commentators  stated  would  be  adminis¬ 
tratively  burdensome.  Further  clarifica¬ 
tion  was  requested  as  to  the  exact  lan¬ 
guage  which  would  constitute  a  sufficient 
authorization  under  the  regulations  and 
whether  retroactive  amendment  of  plan 
instruments  would  be  permitted.  Con¬ 
sequently,  these  requirements  have  been 
clarified. 

Ancillary  Services  by  Banks  or 
SiBULAR  Financial  Institutions 

In  the  notices,  attmtion  was  called  to 
the  proposed  regulations  dealing  with 
the  exemi>tlon  in  section  408(b)(6)  of 
the  Act  and  section  4975(d)(6)  of  the 
Code  for  the  provision  to  a  i^an  of  ancil¬ 
lary  services  by  a  bank  or  similar  finan¬ 
cial  institution  which  is  a  fiduciary  with 
respect  to  the  plan.  The  Act  suid  the  Code 
require  that  such  ancillary  services  be 
provided  subject  to  specific  guidelines 
determined  by  the  agencies  after  consul¬ 
tation  with  Federal  and  State  supervi¬ 
sory  authorities.  The  requirements  for 
the  specific  guidelines  were  reserved  in 
the  notices,  and  commits  were  re¬ 
quested  as  to  what  provisions  the  guide¬ 
lines  should  contain. 

Section  2550.408b-6(c)  has  been  re¬ 
served  iiendlng  developmoit  of  such 
guidelines.  When  such  guidelines  have 
been  developed,  a  separate  notice  of  pro¬ 
posed  rulemaking  will  be  pr^iared  con¬ 
taining  proposed  §  2550.4()8b-6(c). 

The  notice  proposed  to  require  that 
ancillary  services  be  furnished  under  an 
agreement  which  binds  the  bank  or  simi¬ 
lar  financial  instiCutlmi  to  comply  with 
the  guidelines  for  the  furnishing  of  such 
ancillary  services,  i  2550.408b-6(b)  (4) 
(f  54.4975-6(d)  (2)  (Iv) ) .  CTomments  were 
received  objecting  to  this  condition  on 
the  groimds  that  it  would  Involve  unnec¬ 
essary  cost  to  plans  and  that  compliance 
with  the  guidelines  could  be  required  by 
regulatlcxis.  This  requirement  has  been 
omitted. 

Transitional  Rule  for  Services 

TTie  notices  directed  attention  to  al¬ 
ternative  Interpretations  of  identical 
language  contained  in  Act  sectimis  414 
(c)  (4)  and  200S(e)  (S)  (D)  for  the  tran¬ 
sitional  rule  relating  to  the  provision  of 
services.  In  26  C:TR  53.4941  (d) -4(c)  (re¬ 


lating  to  acts  of  self-dealing  involving 
private  foimdations) ,  the  Department  of 
the  Treasury  interpreted  similar  lan¬ 
guage  to  mean  that,  in  certain  circum¬ 
stances,  a  lease  or  loan  must  be  rene¬ 
gotiated  by  the  parties  even  though  the 
terms  of  the  pre-existing  contract  do  not 
I>ermlt  either  party  to  Insist  upon  an  ad¬ 
justment  of  the  contract  terms.  The 
Service  proposed  to  adopt  a  similar  in¬ 
terpretation  under  Act  section  2003(c) 
(2)(D).  However,  the  Department  did 
not  propose  to  require  renegotiation 
until  renewal  if  the  terms  of  the  pre¬ 
existing  contract  did  not  permit  an  ad¬ 
justment  of  the  contract  terms. 

Because  parallel  provisions  appear  in 
both  Act  sections  414(c)  (4)  and  2003(c) 
(2)  (D) ,  the  two  agencies  proposed  to  re¬ 
view  public  comments  on  these  alterna¬ 
tive  interpretations  and  to  adopt  a  uni¬ 
form  rule.  After  reviewing  the  public 
comments,  the  agencies  have  decided  to 
adopt  the  interpretation  in  the  notice  is¬ 
sued  by  the  D^artment,  because  of  the 
substantial  differences  in  the  operation 
of  employee  benefit  plans  and  private 
foundations  under  their  respective  tran¬ 
sitional  rules. 

Other  Matters 

The  attention  of  interested  parties  is 
directed  to  the  fact  that  regulation 
2550.408C-2  replaces  Interpretive  Bulle¬ 
tin  2509.75-6  (ERISA  IB  75-6)  and  regu¬ 
lation  2550.414C-4  replaces  Interpretive 
BuUetins  2509.75-1  (ERISA  IB  75-1)  and 
2509.75-7  (ERISA  IB  75-7) . 

In  addition  to  the  changes  noted  above 
that  have  been  made  in  the  regulation 
as  adopted  in  response  to  suggestions 
made  in  the  written  comment  letters  and 
testimony  given  at  the  public  hearing 
of  February  14,  1977,  other  minor 
changes  intended  to  clarify  the  pro¬ 
visions  of  the  regrulations  have  been 
made. 

Adoption  of  Final  Regulations 

Accordingly,  29  CFR  Part  2550  is 
amended  sis  follows: 

Paragraph  1.  Section  2550.408b-2  is 
Inserted  in  the  appropriate  plsuie  to  reswl 
as  follows: 

§  2550.4081>— 2  General  statutory  ex¬ 
emption  for  services  or  officre  space. 

(a)  In  general.  Section  408(b)  (2)  of 
the  Employee  Retirement  Income  Se¬ 
curity  Act  of  1974  (the  Act)  exempts 
from  the  prohibitions  of  section  406(a) 
of  the  Act  payment  by  a  plan  to  a  party 
in  interest,  including  a  fiduciary,  for  of¬ 
fice  space  or  any  service  (or  a  combina¬ 
tion  of  services)  if  (1)  such  office  space 
or  service  is  necessary  for  the  establish¬ 
ment  or  operation  of  the  plan;  (2)  such 
office  space  or  service  is  furnished  under 
a  contract  or  arrangement  which  is  rea¬ 
sonable;  and  (3)  no  more  than  reason¬ 
able  compensation  is  paid  for  such  office 
space  or  service.  However,  section  408 

(b)  (2)  does  not  contain  an  exemption 
frmn  acts  described  In  section  406(b) 
(1)  of  the  Act  (relating  to  fiduciaries 
dealing  with  the  assets  of  plans  In  their 
own  Interest  or  for  their  own  account) . 
section  406(b)  (2)  of  the  Act  (relating  to 


fiduciaries  in  their  individual  or  In  any 
other  capacity  acting  In  any  transaction 
involving  the  plan  on  behalf  of  a  patty 
(or  representing  a  party)  whose  Interests 
are  sidverse  to  the  Interests  of  the  plan 
or  the  interests  of  its  participants  or 
beneficiaries)  or  section  406(b)  (3)  of 
the  Act  (relating  to  fiduciaries  receiving 
consideration  for  their  own  personal 
accoimt  from  any  party  dealing  with  a 
plan  in  connection  with  a  transaction  in¬ 
volving  the  assets  of  the  plan) .  Such  acts 
are  separate  transactions  not  described 
in  section  408(b)(2).  See  §§  2550.408b-2 
(e)  and  (f)  for  guidance  as  to  whether 
transactions  relating  to  the  furnishing 
of  office  space  or  services  by  fiduciaries 
to  plans  involve  acts  described  in  sec¬ 
tion  406(b)  (1>  of  the  Act.  Section  408 
<b)(2)  of  the  Act  does  not  contain  an 
exemption  from  other  provisions  of  the 
Act,  such  as  section  404,  or  other  pro¬ 
visions  of  law  which  may  impose  require¬ 
ments  or  restrictions  relating  to  the 
transactions  which  are  exempt  under 
section  408(b)  (2) .  See,  for  example,  sec¬ 
tion  401  of  the  Internal  Revenue  Code  of 
1954.  The  provisions  of  section  408(b)  (2) 
of  the  Act  are  further  limited  by  sec¬ 
tion  408(d)  of  the  Act  (relating  to  trans¬ 
actions  with  owner-employees  and  re¬ 
lated  persons) . 

(b)  Necessary  service.  A  service  is  nec¬ 
essary  for  the  establishment  or  operation 
of  a  plan  within  the  meaning  of  section 
403(b)(2)  of  the  Act  and  §  2550.408b-2 
(a)  (1)  if  the  service  is  appropriate  and 
helpful  to  the  plan  obtaining  the  service 
in  carrying  out  the  purposes  for  which 
the  plan  is  established  or  maintained.  A 
person  providing  such  a  service  to  a  plan 
(or  a  person  who  is  a  party  in  interest 
solely  by  reason  of  a  relationship  to  such 
a  service  provider  described  in  section  3 
(14)  (F),  (O),  (H),  or  (I)  of  the  Act) 
may  furnish  goods  which  are  necessary 
for  the  establishment  or  operation  of  the 
plan  in  the  coufbe  of,  and  incidental  to, 
the  furnishing  of  such  service  to  the  plan. 

(c)  Reasonable  contract  or  arrange¬ 
ment.  No  contract  or  arrangement  is  rea¬ 
sonable  within  the  meanifig  of  section 
408(b)  (2)  of  the  Act  and  §  2550.408b-2 
(a)  (2)  if  it  does  not  permit  termination 
by  the  plan  without  penalty  to  the  plan 
on  reasonably  short  notice  imder  the  cir¬ 
cumstances  to  prevent  the  plan  from  be¬ 
coming  locked  into  an  arrangement  that 
has  become  disadvantageous.  A  long¬ 
term  lease  which  may  be  terminated 
prior  to  its  expiration  (without  penalty 
to  the  plan)  on  reasonably  short  notice 
under  the  circumstances  is  not  generally 
an  unreasonable  arrangement  merely  be¬ 
cause  of  its  long  term.  A  provision  in  a 
ccxitract  or  other  arrangement  which 
reasonably  compensates  the  swwice  pro¬ 
vider  or  lessen  f<n  loss  upon  early  termi¬ 
nation  of  the  contract,  arrangonent  or 
lease  is  not  a  penalty.  For  example,  a 
minimal  fee  in  a  service  contract  which 
is  charged  to  allow  recoupment  of  rea¬ 
sonable  startup  costs  is  not  a  penalty. 
Similarly,  a  provision  in  a  lease  for  a  ter¬ 
mination  fee  that  covers  reasemably  fore¬ 
seeable  expenses  related  to  the  vacancy 
and  reletting  of  the  office  spcu:e  upon 
early  terminatiem  of  the  lease  Is  not  a 
penalty.  Such  a  provision  does  not  rea- 
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sonably  compensate  for  loss  if  it  provides 
for  payment  In  excess  of  actual  loss  or 
If  it  falls  to  require  mitigation  of  dann. 
ages. 

<d)  Reasonable  compensation.  Section 
408(b)  (2)  of  the  Act  and  i  2550.408b-2 

(a)  (3)  permit  a  plan  to  pay  a  party  in 
Interest  reasonable  compensation  for  the 
provision  of  office  space  or  services  de¬ 
scribed  in  section  408<b)(2).  Section 
2550.408C-2  of  these  regulations  contains 
provisions  rating  to  what  constitutes 
reasonable  ccunpensation  for  the  provi¬ 
sion  of  services. 

(e)  Transactions  with  fiduciaries. — 
<1)  In  general.  If  the  furnishing  of  of¬ 
fice  space  or  a  service  involves  an  act 
described  in  section  406(b)  of  the  Act 
(relating  to  acts  involving  conflicts  of 
Interest  by  fiduciaries) ,  such  an  act  con^ 
stltutes  a  separate  transaction  which  is 
not  exempt  imder  section  408(b)  (2)  of 
the  Act.  The  prohibitions  of  section  406 

(b)  supplement  the  other  prohibitions  of 
section  406(a)  of  the  Act  by  imposing 
on  parties  in  interest  who  are  fiduciaries 
a  duty  of  imdivided  loyalty  to  the  plans 
for  which  they  act.  These  prohibitions 
are  Imposed  upon  fiduciaries  to  deter 
them  from  exercising  the  authority,  con¬ 
trol.  or  responsibility  which  makes  such 
persons  fiduciaries  when  they  have  in¬ 
terests  which  may  confiict  with  the  in¬ 
terests  of  the  plans  for  which  they  act. 
In  such  cases,  the  fiduciaries  have  inter¬ 
ests  in  the  transactions  which  may  affect 
the  exercise  of  their  best  judgment  as 
fiduciaries.  Thus,  a  fiduciary  may  not  use 
the  authority,  c(mtrol,  or  responsibility 
which  makes  such  person  a  fiduciary  to 
cause  a  plan  to  pay  an  additional  fee  to 
such  fiduciary  (or  to  a  person  in  which 
such  fiduciary  has  an  interest  which  may 
affect  the  exercise  of  such  fiduciary’s 
best  Judgment  as  a  fiduciary)  to  provide 
a  service.  Nor  may  a  fiduciary  use  such 
authority,  control,  or  responsibility  to 
cause  a  plan  to  enter  into  a  transaction 
involving  plan  assets  whereby  such  fidu¬ 
ciary  (or  a  person  in  which  such  fiduci¬ 
ary  has  an  interest  which  may  affect  the 
exercise  of  such  fiduciary’s  best  Judg¬ 
ment  as  a  fiduciary)  will  receive  consid¬ 
eration  from  a  third  party  in  connecti(m 
with  such  transaction.  A  person  in  which 
a  fiduciary  has  an  Interest  which  may 
affect  the  exercise  of  such  fiduciary's  best 
Judgment  as  a  fiduciary  includes,  for  ex¬ 
ample.  a  pers(Hi  who  is  a  party  in  Interest 
by  reason  of  a  relationship  to  such  fidu¬ 
ciary  described  in  section  3(14)  (E),  (P), 
(O),  (H),or  (I). 

(2)  Transactions  not  described  in  sec¬ 
tion  406(b)  (1) .  A  fiduciary  does  not  en¬ 
gage  in  an  act  described  in  section  406 
(b)  (1)  of  the  Act  if  the  fidXKlary  does 
not  use  any  of  the  authority,  control  or 
respcmsibillty  which  makes  such  perscm 
a  fiduciary  to  cause  a  plan  to  pay  addi¬ 
tional  fees  for  a  service  furnished  by 
such  fiduciary  or  to  pay  a  fee  for  a  serv¬ 
ice  furnished  by  a  person  in  which  such 
fldiKiary  has  an  Interest  which  may 
affect  tte  exercise  of  such  fidticlary’s  best 
Judgment  as  a  fiduciary.  This  may  occur, 
for  example,  wh&a  one  fiduciary  is  re¬ 
tained  on  behalf  of  a  plan  by  a  second 
fiduciary  to  imndde  a  service  for  an  addl- 


tionsJ  fee.  However,  because  the  autlior- 
ity,  control  or  responsibility  which  makes 
a  person  a  fiduciary  may  be  exercised  “in 
effect’’  as  well  as  in  form,  mere  approval 
of  the  transaction  by  a  second  fiduciary 
does  not  mean  that  the  first  fiduciary 
has  not  used  any  of  the  authority,  con- 
titd  or  respcMisibillty  which  makes  such 
person  a  fiduciary  to  cause  the  plan  to 
pay  the  first  fiduciary  an  additional  fee 
for  a  service.  See  paragraph  (f)  below. 

(3)  Services  without  compensation.  If 
a  fiduciary  provides  services  to  a  plan 
without  the  receipt  of  compensation  or 
other  consideration  (other  than  reim¬ 
bursement  of  direct  expenses  properly 
and  actually  incurred  in  the  performance 
of  such  services  within  the  meaning  of 
$  2550.408c-2(b)  (3) ),  the  provision  of 
such  services  does  not.  in  and  of  itself, 
constitute  an  act  described  in  section 
406(b)  of  the  Act.  The  allowance  of  a 
deduction  to  an  employer  under  section 
162  or  212  of  the  C(xle  for  the  expense 
incurred  in  furnishing  office  space  or 
services  to  a  plan  established  or  main¬ 
tained  by  such  emplc^er  does  not  con¬ 
stitute  compensation  or  other  considera¬ 
tion. 

<f)  Examples.  The  provisions  of 
S  2550.408b-2(e)  may  be  illustrated  by 
the  following  examples. 

Example  (1).  E.  an  employer  whose  em¬ 
ployees  are  covered  by  plan  P,  Is  a  fiduciary 
of  P.  I  is  a  professional  Investment  adviser 
In  wblcb  E  has  no  Interest  which  may  affect 
the  exercise  of  E’s  best  judgment  as  a  fidu¬ 
ciary.  E  causes  P  to  retain  I  to  provide  certain 
kinds  of  Investment  advisory  services  of  a 
type  which  causes  I  to  be  a  fiduciary  of  P 
under  section  3(31)  (A)  (U)  of  the  Act.  There¬ 
after,  I  proposes  to  pcrtorm  for  additional 
fees  portfolio  evaluation  services  In  addition 
to  the  services  currently  provided.  The  provi¬ 
sion  of  such  services  is  arranged  by  I  and 
approved  on  behalf  of  the  plan  by  E.  I  has 
not  engaged  In  an  act  described  in  section 
4()6(b)(l)  of  the  Act,  because  I  did  not  use 
any  of  the  authority,  control  or  responsibility 
whloh  makes  I  a  fiduciary  (the  provision  of 
Investment  advisory  services)  to  cause  the 
plan  to  pay  I  additional  fees  for  the  provi¬ 
sion  of  the  portfolio  evaluation  services.  E 
has  not  engaged  In  an  act  which  is  described 
In  section  4()6(b)  (1).  E,  as  the  fiduciary  who 
has  the  responsibility  to  be  prudent  In  his 
selection  and  retention  of  I  and  the  other 
Investment  advisers  of  the  plan,  has  an  In¬ 
terest  In  the  purchase  by  the  plan  of  port¬ 
folio  evaluation  services.  However,  such  an 
Interest  Is  not  an  interest  which  may  affect 
the  exercise  of  E's  best  Judgment  as  a 
fiduciary. 

Example  (2).  D,  a  trustee  of  plan  P  with 
discretion  over  the  management  and  disposi¬ 
tion  of  plan  assets,  relies  on  the  advice  of  C, 
a  consultant  to  P,  as  to  the  Investment  of 
plan  assets,  thereby  making  C  a  fiduciary  of 
the  plan.  On  January  1,  1978,  C  recommends 
to  D  that  the  plan  purchase  an  insurance 
policy  from  U,  an  Insiirance  company  which 
is  not  a  party  In  Interest  with  respect  to  P. 
C  thoroughly  explains  the  reasons  for  the 
reomnmendatlon  and  makes  a  full  disclosure 
concerning  the  fact  that  C  will  receive  a  com¬ 
mission  from  U  upon  the  purchase  of  the 
policy  by  P.  D  considers  the  recommendation 
and  approves  the  purchase  of  the  policy 
by  P.  C  receives  a  commission.  Under  such 
otrcumetancee,  C  has  engaged  In  an  aot  de¬ 
scribed  In  section  4()6(b)  (1)  ot  the  Act  (as 
well  ax  sections  406(b)  (3)  and  (8)  of  the 
Act)  because  C  Is  In  fact  exercising  the  au¬ 
thority,  control  or  responsibility  which  makes 


C  a  fiduciary  to  cause  the  plan  to  purchase 
the  policy.  However,  the  transaction  Is 
exempt  from  the  prohibited  transaction  pro¬ 
visions  of  section  406  of  the  Act.  If  the  re¬ 
quirements  of  Prohibited  Transaction 
Exemption  77-9  are  met. 

Example  (2).  Assume  the  same  facts  as  In 
Example  (3)  except  that  the  nature  of  C’s 
rriatlonahlp  with  the  plan  is  not  such  that  C 
Is  a  fiduciary  of  P.  The  purchase  of  the  In¬ 
surance  policy  does  not  Involve  an  act  de¬ 
scribed  In  section  406(b)(1)  of  the  Act  (or 
secMons  406(b)  (3)  or  (3)  of  the  Act)  be¬ 
cause  such  sections  only  apply  to  acts  by 
fiduciaries. 

Example  (4).  E,  an  employer  whose  em¬ 
ployees  are  covered  by  plan  P,  is  a  fiduciary 
with  respect  to  P.  A.  who  Is  not  a  party  In  In¬ 
terest  with  respect  to  P.  persuades  E  that 
the  plan  needs  the  services  of  a  professional 
Investment  adviser  and  that  A  should  be 
hired  to  provide  the  Investment  advice.  Ac¬ 
cordingly,  E  causes  P  to  hire  A  to  provide  in¬ 
vestment  advice  of  the  type  which  makes  A 
a  fiduciary  under  i  3510.3-21  (c)  ( 1)  (11)  (B) 
Prior  to  the  expiration  of  A’s  first  contract 
with  P,  A  persuades  B  to  cause  P  to  renew  A's 
contract  with  P  to  provide  the  same  services 
for  additional  fees  In  view  of  the  Increa-sed 
costs  In  providing  such  services.  During  the 
period  of  A’s  second  contract.  A  provides  ad¬ 
ditional  Investment  advice  services  for  which 
no  additional  charge  Is  made.  Prior  to  the 
expiration  of  A's  second  contract,  A  perstxades 
E  to  cause  P  to  renew  bis  contract  for  addi¬ 
tional  fees  In  view  of  the  additional  sertlces 
A  Is  providing.  A  has  not  engaged  In  an  s'*! 
described  In  section  4()6(b)(l)  of  the  Act. 
because  A  has  not  used  any  of  the  authority, 
control  or  responsibility  which  makes  A  a 
fiduciary  (the  provision  of  Investment  ad¬ 
vice)  to  cause  the  plan  to  pay  additional  fees 
for  A’s  services. 

Example  (5).  F.  a  trustee  of  plan  P  with 
discretion  over  the  management  and  dis¬ 
position  of  plan  assets,  retains  C  to  provide 
administrative  services  to  P  of  the  type  which 
makes  C  a  fiduciary  under  section  3(21)  i  A) 
(111).  Thereafter,  C  retains  F  to  provide  for 
additional  fees  actuarial  and  various  kinds 
of  admlnls^tlve  services  In  addition  to  the 
services  F  Is  currently  providing  to  P.  Both 
F  and  C  have  engaged  In  an  act  described 
in  section  406(b)(1)  of  the  Act.  F,  regard¬ 
less  of  any  Intent  which  he  may  have  had 
at  the  time  he  retained  C,  has  engaged  in 
such  an  act  because  F  has.  In  effect,  exercised 
the  authority,  control  or  responsibility 
which  makes  F  a  fiduciary  to  cause  the  plan 
to  pay  F  additional  fees  tor  the  services.  C, 
whose  continued  employment  by  P  depends 
on  F,  has  also  engaged  In  such  an  act,  because 
C  has  an  Interest  In  the  transaction  which 
might  affect  the  exercise  of  C’s  beet  judgment 
as  a  fiduciary.  As  a  result,  C  has  dealt  wlttr 
plan  assets  In  his  own  Interest  under  section 
40e(b)(l). 

Example  {€).  F,  a  fiduciary  of  plan  P  with 
dlscretltmary  authority  respecting  the  man¬ 
agement  of  P,  retains  S,  the  son  of  F,  to  pro¬ 
vide  for  a  fee  various  kinds  of  administrative 
services  necessary  for  the  operation  of  the 
plan.  F  has  engaged  In  an  act  described  in 
section  406(b)(1)  of  the  Act  because  S  is  a 
person  In  whom  F  has  rn  Interest  which  may 
affect  the  exercise  of  F’s  best  Judgment  as  a 
fiduciary.  Such  act  Is  not  exempt  under  sec¬ 
tion  408(b)  (2)  of  the  Act  irrespective  of 
whether  the  provision  of  the  services  by  S  is 
exempt. 

Example  (7).  T,  one  of  the  trustees  of  plan 
P.  Is  president  of  bank  B.  The  bank  proposes 
to  provide  administrative  services  to  P  for  a 
fee.  T  physically  absents  himself  from  all 
consideration  of  E'S  proposal  and  does  not 
otherwise  exercise  any  of  the  authmity, 
control  or  responsibility  which  makes  T  a 
fiduciary  to  cause  the  plan  to  retain  B  The 
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other  trustees  decide  to  retain  B.  T  has  not 
engaged  In  an  act  described  in  section  406(b) 
(1)  of  the  Act.  Further,  the  other  trustees 
have  not  engaged  In  an  act  described  in  sec¬ 
tion  406(b)(1)  merely  because  T  is  on  the 
board  of  trustees  of  P.  This  fact  alone  would 
not  make  them  have  an  interest  in  the  trans¬ 
action  which  might  affect  the  exercise  of 
their  best  Judgment  as  fiduciaries. 

Par.  2.  Section  2550.408b-4  is  inserted 
in  the  appropriate  place  to  read  as  set 
forth  below: 

§  2350.408b-4  SlaUilory  cvoinplion  for 
investments  in  deposits  of  banks  or 
similar  flnaneial  in.stitutions. 

(a)  In  general.  Section  408<b)(4)  of 
the  Employee  Retirement  Incwne  Secu¬ 
rity  Act  of  1974  (the  Act)  exempts  from 
the  prohibitions  of  section  406  of  the  Act 
the  investment  of  all  or  a  part  of  a  plan’s 
assets  in  deposits  bearing  a  reastmable 
rate  of  interest  in  a  bank  or  similar  fi¬ 
nancial  institution  supervised  by  the 
United  States  or  a  State,  even  though 
such  bank  or  similar  financial  institu¬ 
tion  is  a  fiduciary  or  other  party  in  in¬ 
terest  with  respect  to  the  plan,  if  the 
conditions  of  either  §  2550.408b-4(b)  (1) 
or  §  2550.408-4(b)  (2)  are  met.  Section 
408(b)(4)  provides  an  exemption  fr(Hn 
sections  406(b)(1)  of  the  Act  (relating 
to  fiduciaries  dealing  with  the  assets  of 
plans  in  their  own  interest  or  for  their 
own  account)  and  406(b)  (2 »  of  the  Act 
(relating  to  fiduciaries  in  their  individ¬ 
ual  or  in  any  other  capacity  acting  in 
any  transaction  involving  the  plan  on 
behalf  of  a  party  (or  representing  a 
party)  whose  interests  are  adverse  to 
the  interests  of  the  plan  or  the  interests 
of  its  participants  or  beneficiaries),  as 
well  as  sectitm  406(a)(1),  because  sec¬ 
tion  408(b)  (4)  contemplates  a  bank  or 
similar  financial  institution  causing  a 
plan  for  which  it  acts  as  a  fiduciary  to 
invest  plan  assets  in  its  own  deposits  if 
the  requirements  of  section  408(b)(4) 
are  met.  However,  it  does  not  provide 
an  exemption  from  section  406(B)  (3)  of 
the  Act  (relating  to  fiduciaries  receiving 
consideration  for  their  own  personal  ac- 
coimt  from  any  party  dealing  with  a 
plan  in  connection  with  a  transaction 
involving  the  assets  of  the  plan).  The 
receipt  of  such  consideration  is  a  sepa¬ 
rate  transaction  not  described  in  the 
statutory  exemption.  Section  408(b)  (4) 
does  not  contain  an  exemption  from 
other  provisions  of  the  Act,  such  as  sec¬ 
tion  304,  or  other  provisions  of  law  which 
may  impose  requirements  or  restrictions 
relating  to  the  transactions  which  are 
exempt  under  section  408(b)  (4)  of  the 
Act.  See.  for  example,  section  401  of  the 
Internal  Revenue  Code  of  1954  (Code). 
The  provisions  of  section  408(b)  (4)  of 
the  Act  are  further  limited  by  section 
408(d)  of  the  Act  (relating  to  transac¬ 
tions  with  owner -employees  and  related 
persons) . 

(b) (1)  Plan  covering  own  employees. 
Such  investment  may  be  made  If  the 
plan  is  (me  which  covers  only  the  em¬ 
ployees  of  the  bank  or  similar  financial 
institutiem,  the  employees  of  any  of  its 
affiliates,  or  the  employees  of  both. 

(2)  Other  plans.  Such  investment 
may  be  made  U  the  investment  is  ex- 
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prcssly  authorized  by  a  provlsicm  of  the 
plan  or  trust  instrument  or  if  the  in¬ 
vestment  is  expressly  authorized  (or 
made)  by  a  fiduciary  of  the  plan  (other 
than  the  bank  or  similar  financial  insti¬ 
tution  or  any  of  its  affiliates)  who  has 
authority  to  make  such  investments,  or 
to  instruct  the  trustee  or  other  fiduciary 
with  respect  to  investments,  and  who  has 
no  interest  in  the  transaction  which  may 
affect  the  exercise  of  such  authorizing 
fiduciary’s  best  judgment  as  a  fiduciary 
so  as  to  cause  such  authorization  to  con¬ 
stitute  an  act  described  in  section  406(b) 
of  Uie  Act.  Any  authorization  to  make 
investments  contained  in  a  plan  or  trust 
instrument  will  satisfy  the  requirement 
of  express  authorization  for  investments 
made  pi’ior  to  November  1,  1977.  Effec¬ 
tive  November  1,  1977,  in  the  case  of  a 
bank  or  similar  financial  institution  that 
invests  plan  assets  in  deposits  in  itself 
or  its  affiliates  under  an  authorization 
contained  in  a  plan  or  trust  instnunent. 
such  authorization  must  name  such  bank 
or  similar  financial  institution  and  must 
state  that  such  bank  or  similar  financial 
institution  may  make  investments  in  de¬ 
posits  which  bear  a  reasonable  rate  of 
interest  in  itself  (or  in  an  affiliate). 

(3)  Example.  B,  a  bank,  is  the  trustee  of 
plan  P's  assets.  The  trust  instruments  give 
the  trustees  the  right  to  invest  plan  assets 
in  its  discretion.  B  invests  in  the  certificates 
of  deposit  of  bank  C,  which  is  a  fiduciary  of 
the  plan  by  virtue  of  performing  certain 
custodial  and  administrative  services.  The 
authorization  is  sufficient  for  the  plan  to 
make  such  investment  under  seciton  408 
(b)(4).  Further,  such  authorization  would 
suffice  to  allow  B  to  make  investments  in 
deposits  in  itself  prior  to  November  1,  1977. 
However,  subsequent  to  October  31.  1977,  B 
may  not  invest  in  deposits  in  Itself,  unless 
the  plan  or  trust  Instrument  ^)eclfically  au¬ 
thorizes  it  to  invest  in  deposits  of  B. 

(c)  Definitions.  (1)  The  term  “bank 
or  similar  financial  institution’’  includes 
a  bank  (as  defined  in  section  581  of  the 
Code) ,  a  domestic  building  and  loan  as- 
scxiiation  (as  defined  in  section  7701 
(a)  (19)  of  the  Code) ,  and  a  credit  union 
(as  defined  in  sectiem  101(6)  of  the  Fed¬ 
eral  Credit  Union  Act) . 

(2)  A  person  is  an  affiliate  of  a  bank 
or  similar  financial  institution  if  such 
person  and  such  bank  or  similar  finan¬ 
cial  Institution  would  be  treated  as  mem¬ 
bers  of  the  same  controlled  group  of 
corporations  or  as  members  of  two  or 
more  trades  or  businesses  imder  (xxnmon 
control  within  the  meaning  of  section 
414(b)  or  (c)  of  the  Code  and  the  regu¬ 
lations  thereunder. 

(3)  'The  term  “deposits”  includes  any 
account,  temporary  (m*  otherwise,  upon 
which  a  reasonable  rate  of  interest  Is 
paid,  including  a  certificate  of  deposit 
issued  by  a  bank  or  similar  financial 
Instltuticm. 

Par.  3.  Section  2550.4()8b-6  Is  inserted 
in  the  appropriate  place  to  resul  as  set 
forth  below: 

§  2550.44)8b— 6  Statutory  exemption  for 
ancillary  servicea  by  a  bank  or  similar 
financial  institution. 

(a)  In  general.  Section  408(b)(6)  of 
the  Emidoyee  Retiremoit  Income  Secu¬ 
rity  Act  oi  1974  (the  Act)  exempts  from 


the  prohibitions  of  section  406  of  the  Act 
the  provision  of  certain  ancillary  serv¬ 
ices  by  a  bank  or  similar  financial  insti¬ 
tution  (as  defined  in  S  2550.408b- 
4(c)  (1) )  supervised  by  the  United  States 
or  a  State  to  a  plan  for  which  it  acts 
as  a  fiduciary  if  the  conditions  of  §  2550.- 
408b-6(b)  are  met.  Such  ancillary  serv¬ 
ices  include  services  which  do  not  meet 
the  requirements  of  section  408(b)  (2) 
of  the  Act  because  the  provision  of  such 
services  involves  an  act  described  in  sec¬ 
tion  406(b)(1)  of  the  Act  (relating  to 
fiduciaries  dealing  with  the  assets  of 
plans  in  their  own  interest  or  for  their 
own  account)  by  the  fiduciary  bank  or 
similar  financial  institution  or  an  act 
described  in  section  406(b)  (2)  of  the  Act 
(relating  to  fiduciaries  in  their  individ¬ 
ual  or  in  any  other  capacity  acting  in 
any  transaction  involving  the  plan  on 
half  of  a  party  (or  representing  a 
party)  whose  interests  are  adverse  to  the 
interests  of  the  plan  or  the  interests  of 
its  participants  or  beneficiaries) .  Section 
408(b)  (6)  provides  an  exemption  from 
sections  406(b)  (1)  and  (2)  b^ause  sec¬ 
tion  408(b)(6)  contemplates  the  provi¬ 
sion  of  such  ancillary  services  without 
the  approval  of  a  second  fiduciary  (as 
described  in  §  2550.408b-2(e)  (2) )  if  the 
conditions  of  §  2550.408b-6(b)  are  met. 
’Thus,  for  example,  plan  assets  held  by  a 
fiduciary  bank  which  are  reasonably  ex¬ 
pected  to  be  needed  to  satisfy  current 
plan  expenses  may  be  placed  by  the  bank 
in  a  non-interest-bearing  checking  ac¬ 
count  in  the  bank  if  the  conditions  of 
§  2550.408b-6(b)  are  met,  notwithstand¬ 
ing  the  provisions  of  section  408(b)  (4) 
of  the  Act  (relating  to  investments  in 
bank  deposits).  However,  section  408 
(b)  (6)  does  not  provide  an  exemption 
for  an  act  described  in  section  406(b)  (3) 
of  the  Act  (relating  to  fiduciaries  receiv¬ 
ing  cOTislderation  for  their  own  personal 
account  frcmi  any  party  dealing  with  a 
plan  in  connection  with  a  transaction 
involving  the  assets  of  the  plan) .  ITie  re¬ 
ceipt  of  such  consideration  is  a  separate 
transaction  not  described  in  section 
408(b)(6).  Section  408(b)(6)  does  not 
contain  an  exemption  from  other  pro¬ 
visions  of  the  Act,  such  as  section  404, 
or  other  provisions  of  law  which  may 
Impose  requirements  or  restrictions  re¬ 
lating  to  the  transactions  which  are  ex¬ 
empt  under  section  408(b)  (6)  of  the  Act. 
See,  for  example,  section  401  of  the  In¬ 
ternal  Revenue  Ckxle  (rf  1954.  ITie  provi¬ 
sions  of  section  408(b)  (6)  of  the  Act  are 
further  limited  by  section  408(d)  of  the 
Act  (relating  to  transactions  with  owner- 
employees  and  related  persons). 

(b)  Conditions.  Such  service  must  be 
provided — 

(1)  At  not  more  than  reasonable 
compensation; 

(2)  Under  adequate  internal  safe¬ 
guards  which  assure  that  the  proylsloo 
of  such  service  is  consistent  with  sound 
banking  and  financial  practice,  as  de¬ 
termined  by  Federal  or  State  supervi¬ 
sory  authority;  and 

(3)  Only  to  the  extent  that  such  serv¬ 
ice  is  subject  to  specific  guidelines  Is¬ 
sued  by  the  bemk  or  similar  financial 
institution  vdikh  meet  the  reqxilrements 
of  §  2550.408b-6(c) . 
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(c)  Specific  ouidelines.  [Resenred] 

Pak.  4.  Section  2550.408C-2  Is  Inserted 
in  the  appropriate  place  to  read  as  set 
forth  below: 

§  2550.408c— 2  CompciiMlion  for  aerr- 
ices. 

(a)  In  general.  Section  408lb)(2)  of 
the  Employee  Retirement  Income  Se¬ 
curity  Act  of  1974  (the  Act)  refers  to 
the  payment  of  reasonable  compensa¬ 
tion  by  a  plan  to  a  party  in  interest 
for  services  rendered  to  the  plan.  Sec¬ 
tion  408(c)  (2)  of  the  Act  and  SS  2550.- 
408c-2(b)(l)  through  2550.408c-2(b> 
(4)  clarify  what  constitutes  reasonable 
com(>ensatlon  for  such  services. 

(b) (1)  General  rule.  Generally, 
whether  compensation  is  “rea.son- 
able”  under  sections  408(b)(2)  and  408 

(c)  (2)  of  the  Act  depends  on  the  par¬ 
ticular  facts  and  circumstances  of  each 
case. 

(2)  Payments  to  certain  fiduciaries. 
Under  sections  408(b)(2)  and  408(c> 
(2)  of  the  Act,  the  term  “reasonable 
compensation”  does  not  include  any 
compensation  to  a  fiduciary  who  is  al¬ 
ready  receiving  fuU-time  pay  from  an 
employer  or  association  of  employers 
(any  of  whose  employees  are  partici¬ 
pants  in  the  plan)  or  from  an  employee 
organization  (any  of  whose  members 
are  participants  in  the  plan),  except 
for  the  reimbursement  of  direct  expenses 
properly  and  actually  incurred  and  not 
Otherwise  reimbursed.  The  restrictions 
of  this  paragraph  (b)(2)  do  not  apply 
to  a  party  in  interest  who  is  not  a 
fiduciary. 

(3)  Certain  expenses  not  direct  ex¬ 
penses.  An  expense  is  not  a  direct  ex¬ 
pense  to  the  extent  It  would  have  been 
sustained  had  the  service  not  been  pro¬ 
vided  or  if  it  represents  an  allocable 
portion  of  overhead  casts. 

(4)  Expense  advances.  Under  sections 
40^(b)  (2)  and  408(c)  (2)  of  the  Act.  the 
term  “reasonable  compensation”,  as  ap¬ 
plied  to  a  fiduciary  or  an  employee  of  a 
plan,  includes  an  advance  to  such  a 
fiduciary  or  employee  by  the  plan  to 
cover  direct  expenses  to  be  properly  and 
actually  incurred  by  such  person  in  the 
performance  of  such  person’s  duties  with 
the  plan  if : 

(i)  The  amount  of  such  advance  is 
reasonable  with  respect  to  the  amount 
of  the  direct  expense  which  is  likely  to 
be  properly  and  actually  incurred  in  the 
immediate  future  (such  as  during  the 
next  month) ;  and 

(ii)  The  fiduciary  or  employee  ac¬ 
counts  to  the  plan  at  the  end  of  the 
period  covered  by  the  advance  for  the 
expenses  properly  and  actually  incxu'red. 

(5)  Excessive  compensation.  Under 
sections  408(b)  (2)  and  408(c)  (2)  of  the 
Act.  any  combensation  which  would  be 
considered  excessive  imder  26  CFR 
1.162-7  (Income  Tax  Regulations  relat¬ 
ing  to  compensation  for  personal  serv¬ 
ices  which  constitutes  an  ordinary  and 
necessary  trade  or  business  expense)  will 
not  be  “reasonable  compensation”..  De- 
iiending  upon  the  facts  and  circum¬ 
stances  of  the  particular  situation, 
compensation  which  is  not  excessive 


under  26  CFR  1.162-7  may,  nevertheless, 
not  be  “reasonaUe  compensation'’ 
within  the  meaning  of  sections  408(b) 
(2)  and  408(c)  (2)  of  the  Act. 

Pax.  5.  Section  2550.414(c) -4  is  in¬ 
serted  in  the  tvpropriate  place  to  read 
as  follows : 

§  2550.414c— 4  Transitional  rule  (or  the 
provision  of  certain  scrvircK  until 
June  30,  1977. 

<a)  In  general.  Section  414(c)  (4»  of 
the  Employee  Retirement  Income  Secu¬ 
rity  Act  oi  1974  (the  Act)  provides  that 
secti(Mis  406  and  407(a)  shall  not  apply 
to  the  provision  of  services  before  June 
30.  1977,  between  a  plan  and  a  party  in 
interest  if  the  three  requirements  con¬ 
tained  in  section  414(c)  (4)  are  met.  The 
first  requirement  is  that  such  .services 
must  be  provided  either  under  a 
binding  contract  in  effect  on  July  1,  1974 
(or  pursuant  to  a  renewal  or  modifica¬ 
tion  of  such  CKMitract),  or  (2)  by  a  party 
in  interest  who  ordinarily  and  custom¬ 
arily  furnished  such  services  on  June 
30.  1974.  The  second  requirement  is  that 
the  services  be  provided  on  terms  that 
remain  at  least  as  favorable  to  the  plan 
as  an  arm's-length  transaction  with  an 
unrelated  party  would  be.  For  this  pur¬ 
pose,  such  services  are  provided  on  terms 
that  remain  at  least  as  favorable  to  the 
plan  as  an  arm’s-length  transaction  with 
an  unrelated  party  would  be.  if  at  the 
time  of  execution  (or  renewal)  of  such 
binding  contract,  the  contract  (or  re¬ 
newal)  is  on  terms  at  least  as  favorable 
to  the  plan  as  an  arm’s-length  transac¬ 
tion  with  an  unrelated  party  would  be. 
However,  if  in  a  normal  commercial  set¬ 
ting  an  unrelated  party  in  the  position 
of  the  plan  could  be  expected  to  insist 
up<m  a  renegotiation  or  termination  of 
a  binding  contract,  Uie  plan  must  so 
act.  Thus,  for  example,  if  a  party  in  in¬ 
terest  provides  services  to  a  plan  on  a 
month-to-m<mth  basis,  and  a  party  in 
the  position  of  the  plan  could  be  ex¬ 
pect^  to  renegotiate  the  price  paid  un¬ 
der  such  contract  because  of  a  decline  in 
the  fair  market  value  of  such  services, 
the  plan  must  so  act  in  order  to  avoid 
participation  in  a  prohibited  transaction. 
The  third  requirement  is  that  the  pro¬ 
vision  of  services  must  not  be,  or  have 
been,  at  the  time  of  such  provision  a 
prohibited  transaction  within  the  mean¬ 
ing  of  section  503(b)  of  the  Internal 
Revenue  Code  of  1954  or  the  corresponcl- 
ing  provisions  of  prior  law.  If  these  three 
requirements  are  met.  section  406  of  the 
Act  will  apply  neither  to  services  pro¬ 
vided  before  June  30,  1977  (both  to  cus- 
tewners  to  whom  such  services  were  being 
provided  on  June  30.  1974,  and  to  new 
cusUxners)  nor  to  the  receipt  of  compen¬ 
sation  therefor.  Thus,  if  these  three  re¬ 
quirements  are  met,  section  406  of  the 
Act  will  not  apply  until  June  30,  1977, 
to  the  provision  of  services  to  a  plan 
by  a  party  In  interest  (including  a  fi¬ 
duciary)  even  If  such  services  could  not 
be  furnished  pursuant  to  the  exemp¬ 
tion  provisions  of  sections  408(b)  (2) 
or  (6)  of  the  Act  and  SS  2550.408b-2  and 
2550.408b-6.  For  example.  If  the  three 
requirwnents  of  section  414(c)  (4)  of  the 


Act  are  met,  a  pers(m  serving  a  fiduciary’ 
to  a  plan  who  already  receives  full-time 
pay  frwn  an  employer  or  an  associa- 
tlcMi  of  employers,  w'hose  employees  are 
participants  in  such  plan,  or  from  an 
employee  organizatl(xi  whose  members 
are  participants  in  su(di  plan,  may  con¬ 
tinue  to  receive  reasonable  compensation 
fr(Mn  the  plan  for  services  rendered  to 
the  plan  before  June  30,  1977.  Similarly, 
until  June  30,  1977,  a  plan  con<5ultant 
who  may  be  a  fiduciary  because  of  the 
nature  of  the  consultative  and  adminis¬ 
trative  services  being  provided  may.  if 
tliese  three  requirements  are  met.  con¬ 
tinue  to  cause  the  sale  of  insurance  to 
the  plan  and  continue  to  receive  com¬ 
missions  for  such  sales  from  the  insur¬ 
ance  ccxnpany  writing  the  policy.  Pur- 
tlier.  if  the  three  requirements  of  sec¬ 
tion  414(c)  (4)  of  the  Act  are  met,  a 
securities  broker-dealer  who  renders  in¬ 
vestment  advice  to  a  plan  for  a  fee. 
thereby  becoming  a  fiduciary,  may  fur¬ 
nish  other  services  to  the  plan,  such  as 
brokerage  services,  and  receive  compen¬ 
sation  therefor.  Also,  if  a  registered  rep¬ 
resentative  of  such  a  broker-dealer  were 
a  fiduciary,  the  registered  representative 
may  receive  ccanpensation,  hicluding 
commissions,  for  brokerage  serv’ices  per¬ 
formed  before  June  30.  1977. 

(b>  Persons  deemed  to  he  June  30. 
197 i,  service  providers.  A  party  in  inter¬ 
est  with  respect  to  a  plan  which  did  not. 
on  June  30,  1974,  ordinarily  and  cus¬ 
tomarily  furnish  a  particular  service,  will 
nevertheless  be  considered  to  have  ordi¬ 
narily  and  customarily  furnished  such 
service  on  June  30,  1974,  for  purposes  of 
this  section  anJ  section  414(c)  (4)  of  tlie 
Act,  if  either  of  the  following  condition.' 
are  met: 

(1)  At  least  50  percent  of  the  out¬ 
standing  beneficial  interests  of  such 
party  in  interest  are  owned  directly  or 
through  one  or  more  intermediaries  by 
the  same  person  or  persons  who  owned, 
directly  or  through  one  or  more  inter¬ 
mediaries,  at  least  50  percent  of  the  out¬ 
standing  beneficial  interests  of  a  person 
who  ordinarily  and  customarily  fur¬ 
nished  such  service  on  June  30,  1974:  or 

(2)  Control  or  the  power  to  exercise 
a  controlling  influence  over  the  manage¬ 
ment  and  policies  of  such  party  in  inter¬ 
est  is  possessed,  directly  or  through  one 
or  more  intermediaries,  by  the  same  per¬ 
son  or  persons  who  possessed,  directly  or 
through  one  or  more  intermetliaries,  con¬ 
trol  or  the  power  to  exercise  a  controlling 
influence  over  the  management  and  pol¬ 
icies  of  a  person  who  ordinarily  and  cus¬ 
tomarily  furnished  such  service  on  June 
30.  1974. 

For  purposes  of  paragraph  (b)  of  this 
section,  a  person  shall  be  deemed  to  be 
an  “intermediary”  of  another  person  if 
at  least  50  percent  of  the  outstanding 
beneficial  interests  of  such  person  are 
owned  by  such  other  person,  directly  or 
indirectly,  or  if  such  other  person  con¬ 
trols  or  has  the  power  to  exercise  a  con¬ 
trolling  Influence  over  the  management 
and  policies  of  such  person. 

(c)  Examples.  The  following  examples 
apply  the  minclples  enunciated  in  para¬ 
graph  (b)  this  secti(m. 


FEOEIAL  REGISTEI,  VOL  42,  NO.  122— FRIDAY,  JUNE  24,  1477 


32394 

Example  (1).  A  owns  50  percent  of  the 
outstanding  beneficial  interests  of  ABC  Part- 
uersblp  which  ordinarUy  and  custmnarily 
furnished  certain  services  on  June  30,  1974. 
On  July  2,  1974,  ABC  Partnership  was  incor¬ 
porated  into  ABC  Corporation  with  one  class 
of  stock  outstanding.  A  owns  50  percent  of 
the  shares  of  such  stock.  ABC  Corporation 
furnishes  the  same  services  that  were  fur¬ 
nished  by  ABC  Partnership  on  June  30,  1974. 
ABC  Corporation  will  be  deemed  to  have  or¬ 
dinarily  and  customarily  furnished  such 
services  on  June  30,  1974,  for  purposes  of 
section  414(c)  (4 1  of  the  Act. 

Example  (2).  A  and  B  together  own  100 
percent  of  the  beneficial  interests  of  AB  Part¬ 
nership.  which  ordinarily  and  customarily 
furnished  certain  services  on  June  30.  1974. 
On  September  1.  1974,  AB  Partnership  was 
Incorporated  into  AB  Corporation  with  one 
class  of  stock  outstanding.  A  and  B  each  own 
20  percent  of  such  outstanding  class  of  stock 
and  together  have  control  over  the  manage¬ 
ment  and  policies  of  AB  Corporation.  AB 
Corporation  fiu'nishes  the  same  services  that 
were  furnished  by  AB  Partnership  on  June 
30,  1974.  AB  Corporation  will  b^  deemed  to 
have  ordinarily  and  customarily  furnished 
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such  services  on  June  30,  1974,  for  purposes 
of  section  141(c)(4)  of  the  Act. 

Example  (3) .  On  June  30, 1974,  M  Corpora¬ 
tion  was  ordinarily  and  customarily  furnish¬ 
ing  certain  services.  On  that  date,  X,  Y,  and  Z 
together  owned  50  percent  of  all  classes  of 
the  outstanding  shares  of  M  Corporation.  On 
January  28,  1975.  all  of  the  shareholders  of 
M  Corporation  exchanged  their  shares  in  M 
Corporation  lor  shares  of  a  new  N  Corpora¬ 
tion.  As  a  result  of  that  exchange,  X,  Y,  and 
Z  together  own  60  percent  of  the  common 
stock  of  N  Corporation,  the  only  class  of 
N  Corporation  stock  outstanding  after  the 
exchange.  N  Corporation  furnishes  the  serv¬ 
ices  formerly  furnished  by  M  Corporation. 
N  Corporation  will  be  deemed  to  have  ordi¬ 
narily  and  cu.stomarlly  furnished  .such  serv¬ 
ices  on  Jvine  30,  1974.  for  purposes  of  section 
414(c)  (4)  of  the  Act. 

Example  (4)  I  Corporation  ordinarily  and 
customarily  furnished  certain  services  on 
June  30.  1974.  On  Nov’ember  3.  1975,  I  Cor¬ 
poration  organizes  a  wholly-owned  subsidi¬ 
ary,  S  CorpKJratlon,  which  furnishes  the  same 
services  ordinarily  and  customarily  furnished 
by  I  Corporation  on  June  30,  1974.  S  Corpora¬ 
tion  will  be  deemed  to  have  ordinarily  and 


customarily  furnished  such  services  on  June 
30,  1974,  for  purposes  of  section  414(c)  (4)  of 
the  Act. 

Example  (5).  X  Corporation,  wholly  owned 
and  controlled  by  A,  ordinarily  and  custom¬ 
arily  furnished  certain  services  on  June  30. 
1974.  Y  Corporation  did  not  perform  such 
services  on  that  date.  On  January  2,  1976,  X 
Corporation  is  merged  into  Y  Corporation 
and,  although  A  received  less  than  50  per¬ 
cent  of  the  total  outstanding  shares  of  A 
Corporation,  after  such  merger  A  has  control 
over  the  management  and  policies  of  Y  Cor¬ 
poration.  Y  Corporation  furnishes  the  same 
services  that  were  formerly  furnished  by  X 
Corporation.  Y  Corporation  will  be  deemed  to 
have  ordinarily  and  customarily  furnished 
such  services  on  June  30,  1974.  for  purposes 
of  section  414(c)(4)  of  the  Act. 

Signed  at  Washington.  D.C..  this  14th 
day  of  June  1977. 

Ian  D.  Lanoff, 

Administrator  of  Pension  and 
Welfare  Benefit  Programs. 
U.S.  Department  of  Labor. 

|FR  Doc.77-17895  PUed  6  21-77;8:45  am| 
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DEPARTMENT  OF  LABOR 

Office  of  Pension  and  Welfare  Benefit 
Rpograms 

DEPARTMENT  OF  THE  TREASURY 

Internal  Revenue  Seprice 

[Prohibited  Traiisaction  Exemption] 

EMPLOYEE  BENEFIT  PLANS 

Class  Exemption  for  Certain  Transactions 
Involving  Insurance  Agents  and  Brokers, 
Pension  Consultants,  Insurance  Com¬ 
panies,  Investment  Companies  and  In¬ 
vestment  Company  Principal  Under¬ 
writers  and  Employee  Benefit  Plans 

AGENCIES;  Department  of  Labor,  De¬ 
partment  of  Treasury  Internal  Revenue 
Service. 

ACTION:  Grant  of  class  exemption. 

SUMMARY:  This  class  exemption  ex¬ 
empts  from  the  prohibited  transaction 
provisions  of  the  Employee  Retirement 
Income  Security  Act  of  1974  (the  Act) 
and  the  taxes  imposed  by  section  4975 
of  the  Internal  Revenue  Code  of  1954 
(the  Code)  certain  transactions  invol¬ 
ving  employee  benefit  plans  and  insur¬ 
ance  agents  and  brokers,  pension  con¬ 
sultants,  insurance  companies,  invest¬ 
ment  companies  and  investment  com¬ 
pany  principal  underwriters  for,  or  in 
connection  with  the  purchase  of  insur¬ 
ance  or  annuity  contracts  and  the  pur¬ 
chase  or  sale  of  securities  issued  by  an 
Investment  company,  if  certain  condi¬ 
tions  are  met.  Such  persons,  because  of 
their  activities  with  respect  to  employee 
benefit  plans,  may  be  considered  fidu¬ 
ciaries  or  other  parties  in  interest  ‘  of 
such  plans,  thus  rendering  the  described 
transactions  prohibited  .  transactions 
within  the  meanhig  of  section  406  of  the 
Act  and  section  4975  of  the  Code.  The 
exemption  affects  participants  and  bene¬ 
ficiaries  of  employee  benefit  plans,  their 
employers,  anil  piersons  engaging  in  the 
described  transactions. 

FOR  FURTHER  INFORMATION  CON- 
TACTT: 

Mr.  Forrest  Foss,  Room  C-4508.  Plan 
Benefits  Security  Division.  Office  of 
the  Solicitor,  Department  of  Labor, 
200  Constitution  Avenue,  NW..  Wash¬ 
ington,  D.C.  20210,  202-523-8856.  Mr. 
Elliot  Daniel,  Internal  Revenue  Serv¬ 
ice,  1111  Constitution  Avenue,  NW.. 
Washlngtcm,  D.C.  20224,  Attention: 
E:EP:PT  202-566-3089.  (These  are  not 
toll  free  numbers.) 

SUPPLEMENTAL  INFORMATION:  On 
December  29,  1976,  notice  was  published 
In  the  Federal  Register  (41  FR  56760) 
(reprinted  on  January  7,  1977  (42  FR 
1525) )  that  the  Department  of  Labor 
(the  Department)  and  the  Internal  Rev¬ 
enue  Service  (the  Service)  had  under 
consideration  a  proposed  class  exemption 
from  the  restrictions  of  sections  406(a) 
(1)(A)  through  (D)  and  406(b)  of  the 
Act  and  from  the  taxes  Imposed  by  sec- 

>  The  term  "parties  In  Interest",  as  used  In 
thlB  preamble,  includes  "dlaqualifled  per- 
aons"  as  defined  In  section  4975(e)  (3)  of  the 
Code. 


tkm  4975  of  the  Code.  The  class  exemp- 
tloQ  was  requested  In  awlloatlons  filed 
pursuant  to  section  408(a)  of  the  Act  and 
section  4975(c)  (2)  of  the  Oode  by  the 
National  Association  of  Pension  Consul¬ 
tants  and  Administrators.  Inc.  (Appli¬ 
cation  No.  D-183) ;  Jointly  by  the  Ameri¬ 
can  Council  of  Life  Insurance,  the  Na¬ 
tional  Association  of  Life  Underwriters, 
and  the  Association  for  Advanced  Life 
Underwriting  (Application  No.  D-301); 
the  Investment  Company  Institute  (Ap¬ 
plication  Nos.  D-419  and  D-466) ;  Jointly 
by  Marsh  and  McLennan  Companies. 
Inc.  and  Johnson  and  Higgins  (Appli¬ 
cation  No.  D-459) ;  and  jointly  by  In¬ 
vestors  Diversified  Services.  Inc.  and 
American  General  Capital  Distributors, 
Inc.  (Application  No.  D-473  > . 

The  exemption  was  proposed  in  ac¬ 
cordance  with  the  procedures  set  forth 
in  ERISA  Procedure  75-1  (40  FR  18471. 
April  28.  1975)  and  Rev.  Proc.  75-26, 
1975-1  C.B.  722,  and  all  interested  per¬ 
sons  were  invited  to  submit  comments 
on  the  proposed  exemption.  In  addition, 
pursuant  to  notice  published  in  the  Fed¬ 
eral  Register  (41  FR  56758,  December 
29,  1976),  a  public  hearing  vras  held  on 
February  14,  1977,  in  which  interested 
persons  were  afforded  the  opportunity 
to  present  their  views  on  the  proposed 
exemption. 

In  response  to  numerous  comments, 
the  exemption  has  been  adopted  by  the 
Agencies  in  restructured  form.  In  order 
to  illustrate  the  operation  of  the  exemp¬ 
tion.  as  revised  and  adopted,  the  Agen¬ 
cies  have  set  forth  below  a  summary  of 
its  operation  and  effect.  After  the  sum¬ 
mary,  there  is  a  discussion  of  major  com¬ 
ments  received  by  the  Agencies  with 
respect  to  the  proposed  exemption,  and 
a  discussion  of  how  these  comments 
were  treated  in  the  exemption  as 
adopted.  In  addition,  the  Agencies  have 
published  elsewhere  in  this  issue  of  the 
Federal  Register  a  proposal  to  impose 
two  additional  conditions  on  the  exemp¬ 
tion.  but  these  conditions  would  be  ap¬ 
plicable  only  to  transactions  occurring 
after  December  31. 1978. 

Explanation  of  the  Operation  of  the 
Exemption 

1.  Transactions  covered.  The  exemp¬ 
tion  relates  to  six  different  classes  of 
transactions  involving  insurance  agents 
or  brokers,  pension  consultants,  insur¬ 
ance  companies,  investment  companies, 
and  investment  company  principal  \m- 
derwriters  who,  because  of  their  activi¬ 
ties  with  respect  to  plans,  may  be  con¬ 
sidered  to  be  fiduciaries  or  other  parties 
in  interest  of  such  plans,  thus  rendering 
the  transacticms  described  prohibited 
transactions  within  the  meaning  of  sec¬ 
tion  406  of  the  Act  and  4975(c)  (1)  of  the 
Code.  These  transactions  are  set  forth 
in  section  in.  and  describe  situations 
involving  the  purchase  of  Insurance  or 
annuity  contracts  or  the  purchase  or 
sale  of  securities  issued  by  an  Investment 
company.  The  transactions  are  stated 
in  general  terms,  thereby  encompassing 
a  broad  range  of  transactions  which 
could  be  prohibited  but  for  the  exemp¬ 
tion.  However,  as  described  below,  con¬ 


ditions  Imposed  upon  the  exemption 
Iknlt  its  availability  for  purchases  made 
after  October  31. 1977  to  transactions  In¬ 
volving  on^  certain  categories  of  parties 
in  interest  (see  section  V(a) ) . 

The  first  three  transactions  cover  the 
effecting  by  Insurance  agents  or  brokers, 
pension  consultants,  or  Investment  cmn- 
pany  principal  imderwritm  of  the  pur¬ 
chase  with  plan  assets  of  insurance  or 
annuity'  contracts  or  securities  Issued  by 
an  investment  c(xnpany  and  the  receipt 
of  commissions  in  connection  with  such 
purchase  (see  sections  in  (a),  (b)  and 
(c)).  Paragraph  (d)  of  section  m 
covers  the  purchase  with  plan  assets  of 
an  Insurance  or  annuity  contract  from 
an  insurance  company. 

The  last  tw'o  transactions,  covered  by 
sections  m  (e)  and  (f).  are  not  subject 
to  many  of  the  condlti<ms  Imposed  on 
the  first  four  transactlims  (see  section 
V) .  These  last  two  transactirais  are 
limited  to  purchases  with  plan  assets  of 
insurance  or  annuity  ccmtracts  or  secu¬ 
rities  issued  by  an  investment  company 
in  situations  where  the  Insurance  com- 
pan>-,  investment  company  or  invest¬ 
ment  company  principal  underwriter  is 
a  fiduciary  or  service  provider  of  the 
plan  steely  by  reason  of  sponsorship  of 
a  master  or  prototype  plan.  These  trans¬ 
actions  contemplate  situations  in  which 
the  insurance  company,  investment 
company  or  Investment  company  prin¬ 
cipal  underwriter  is  a  party  in  Interest 
of  a  plan  by  reason  of  its  sponsOTship 
of  a  master  or  prototype  plan  (includ¬ 
ing  its  authority  to  make  changes  in  the 
master  or  prototype  plan)  but  has  no 
other  relaticmship  to  the  plan,  such  as 
being  an  investment  adviser  to  the  plan 
directly  or  through  an  affiliate.  The 
Agencies  have  determined  that  it  is  ap¬ 
propriate  to  distinguish  the  transactions 
involving  sp<Hisor8hip  of  master  and 
prototype  plans  from  the  other  trans¬ 
actions  and  to  apply  different  conditions 
thereto  because  a  person  who  may  be  a 
fiduciary  or  other  party  in  interest  only 
because  it  is  the  sponsor  ot  a  master  or 
prototype  plan  is  not  as  likely  to  be  able 
to  influence  the  investments  and  other 
purchases  of  the  plan  as  persons  who 
are  fiduciaries  or  parties  in  interest  as  a 
result  of  other  relationships.  Therefore, 
if  the  insurance  company,  investment 
company,  or  investment  company  prin- 
clr>al  underwriter  is  also  a  fiduciary  or 
party  in  interest  for  a  reason  other  than 
or  in  addition  to  sponsorship  of  a  mas¬ 
ter  or  prototype  plan,  the  exemptions 
afforded  for  transactions  describe  by 
section  III  (e)  and  (f)  are  not  avail¬ 
able,  but  the  exemptions  affm'ded  for 
transactions  described  by  sections  III 
(b),  (c)  and  (d)  are  available,  if  the 
conditions  api^able  to  such  transac¬ 
tions  are  satisfied.  Further,  sections 
in  (e)  and  (f)  do  not  cover  the  insur¬ 
ance  agent  or  broker,  pension  consultant 
or  Investment  company  principal  imder- 
writer  who  is  a  fiduciary  to  the  plan  and 
who  seUs  an  Insurance  or  annuity  con¬ 
tract  or  securities  Issued  by  an  Invest¬ 
ment  company  to  the  plan  In  connec¬ 
tion  wttii  a  master  or  protoype  plan. 
Such  persons  would  have  to  meet  the 
conditions  applicable  to  the  transactions 
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described  by  sections  m  (a),  (b)  and 
(c). 

It  should  be  noted  that  the  terms  “In¬ 
surance  or  annuity  contracts’*  and 
“securities  Issued  by  an  Investment  com¬ 
pany”  are  designed  to  encompass  all 
products  Issued  by  an  insurance  com¬ 
pany  or  an  Investment  company  in  the 
ordinary  course  of  its  business.  For  ex¬ 
ample,  these  terms  cover  variable  an¬ 
nuities  and  investment  contracts  issued 
by  an  insurance  company  and  described 
m  section  801(g)(1)  of  the  Code  and 
face  amoimt  certificates  as  defined  in 
section  2(a)  (15)  of  the  Investment 
Company  Act  of  1940  (15  USC  80a-2 

a)  (15)). 

It  is  further  noted  that,  as  used  in  Uiis 
exemption,  the  terms  “insurance  agent 
or  broker”,  “pension  consultant”,  “in¬ 
surance  company”,  “investment  com¬ 
pany”  and  “princiF>al  underwriter”  in¬ 
clude  all  affiliates  of  such  persons  (see 
definlticms  in  section  VI) . 

2.  Conditions.  Section  IV  provides 
certain  basic  conditions  for  all  transac¬ 
tions  described  in  section  m  between 
plans  and  parties  in  interest  (including 
fiduciaries)  without  regard  to  the  date 
of  such  transaction.  These  conditions 
require  that  the  transactions  be  effected 
in  the  ordinary  comse  of  business,  that 
they  be  as  favorable  to  the  plan  as  those 
which  would  have  been  engaged  in  by 
the  plan  and  such  party  in  Interest  if 
they  were  imrelated  parties,  and  that  the 
total  of  all  fees,  commissions  and  other 
consideration  received  be  reasonable. 

Section  V  provides  further  conditions 
for  transactions  involving  purchases  ef¬ 
fected  after  October  31,  1977.  The  con¬ 
ditions  of  section  V  do  not  apply  to  the 
sponsors  of  master  and  prototype  plans 
as  described  in  sections  ra(e)  and  (f). 

Paragraph  (a)  of  section  V  limits  the 
categories  of  parties  in  interest  for  which 
this  exemption  is  available  to  persons 
who  are  parties  in  interest  to  the  plan 
solely  because  they  are  service  providers 
or  certain  types  of  fiduciaries  to  the  plan. 
For  example,  a  pension  consultant  who 
is  a  plan  administrator  would  not  be  eli¬ 
gible  for  relief  under  the  exemption.  It 
should  also  be  noted  that,  in  general, 
this  exemption  would  not  be  required  for 
the  effecting  of  a  sale  to  a  plan  and  the 
receipt  of  a  sales  c(»nmission  with  re¬ 
spect  to  such  sale  by  an  agent,  broker, 
consultant  or  principal  underwriter  who 
is  a  party  in  interest  with  respect  to  the 
plan  for  which  the  transaction  is  exe¬ 
cuted,  if  the  person  is  not  a  fiduciary* 
and  the  provision  of  such  services  by  the 
party  in  interest  satisfies  the  conditions 
of  the  exemption  set  forth  in  section 
408(b)(2)  of  the  Act  and  4975(d)(2)  of 
the  Code.  In  this  regard,  such  non¬ 
fiduciary  is  referred  to  the  final  regula¬ 
tions  appearing  elsewhere  in  this  issue 
of  the  Federal  Register  which  clarify 


*Por  example,  a  person  is  not  a  fiduciary 
If  the  person's  sales  activities  do  not  consti¬ 
tute  Investment  advice  and  only  non-dls- 
cretlonary  administrative  suppm^  services 
are  rendered  (and  such  person  la  not  other¬ 
wise  a  fiduciary).  In  this  connection,  see 
question  I>-2  of  Interpretive  Bulletin  2509.- 
76-8  (ERISA  IB  76-8,  40  FR  47491). 


the  scope  of  the  statutory  ex^ption. 

Paragraph  (b)  Imposes  a  requirement 
designed  to  prevent  purchases  from  be¬ 
ing  approved  on  behalf  of  the  plan  by  a 
fiduciary  who  might  have  a  conflict  of 
interest  with  respect  to  the  transaction. 
In  addition,  the  paragraph  requires  that 
the  party  in  interest  recommending  the 
purchase  convey  to  the  approving  fidu¬ 
ciary  certain  information  with  respect 
to  the  transaction,  and  that  such  fiduci¬ 
ary  acknowledge  in  writing  receipt  of 
such  information  prior  to  approving  the 
recommended  transaction. 

Paragraph  (c)  of  section  V  provides 
for  certain  limited  disclosures  to  the  ap¬ 
proving  fiduciary.  These  disclosures  are 
designed  to  elicit  certain  information 
about  the  relationship  of  the  party  in 
interest  recommending  the  purchase  to 
the  issuer  of  the  recommended  contract 
or  securities  and  the  commissions  which 
will  be  received  by  the  party  in  interest 
in  connection  with  the  sale.  It  is  expected 
that  this  information  will  make  the  ap¬ 
proving  fiduciary  aware,  generally,  of  a 
potential  for  conflict  of  interest  on  the 
part  of  the  person  recranmending  the 
transaction. 

Paragraph  (d),  which  is  reserved,  is 
intended  to  impose  two  additional  con¬ 
ditions  on  ttie  exemption,  but  these  con¬ 
ditions  would  be  applicable  only  to 
transactions  occurring  after  December 
31,- 1978.  It  would  require  additional  dis¬ 
closures  for  purchases  made  with  plan 
assets,  and  would  restrict  the  scope  of 
the  exemption  for  transactions  described 
in  sections  m  (a)  through  (d)  to  those 
where  the  purchase  is  made  on  behalf 
of  plans  with  a  limited  number  of  active 
participants.  ITie  specific  terms  of  this 
r>aragraph  are  proposed  elsewhere  in  this 
issue  of  Uie  F’ederal  Register  and  inter¬ 
ested  persons  are  referred  to  that  pro¬ 
posal. 

Paragraph  (e)  of  section  V  relates  to 
disclosure  requirements  with  respect  to 
additiCHial  purchases  of  contracts  and 
securities.  It  states  that  once  the  disclo¬ 
sures  required  by  paragraphs  (c)  and 
(d)  have  been  made,  they  need  not  be 
repeated  imless  such  di^losures  were 
made  more  than  three  years  before  the 
transaction  in  question,  or  the  product 
sold  or  the  commission  received  with  re¬ 
spect  to  the  previous  transaction  is  ma¬ 
terially  differwit  from  the  instant  trans¬ 
action  or  commission. 

Paragraphs  (f)  and  (g)  require  that 
the  insurance  agent  or  broker,  pension 
consultant,  investment  company  prin¬ 
cipal  underwriter  or  insurance  company 
maintain  certain  records  for  six  years 
from  the  date  of  the  transaction.  Para¬ 
graph  (h)(2)  requires  that  records 
maintained  pursuant  to  paragrraphs  (f) 
and  (g)  be  available  for  examinaticm  by 
sF>ecified  persons,  while  paragraph  (h) 
(1)  deals  with  certain  situations  where 
the  records  are  lost  or  destroyed  prior 
to  the  end  of  six  years. 

3.  Retroactive  relief.  Section  I  pro¬ 
vides  retroactive  relief  from  all  the  re¬ 
strictions  of  sectlMis  406  of  the  Act  and 
4975(c)(1)  of  the  Code  with  respect  to 
transacticxis  described  in  section  m  of 
the  exemption  if  the  conditions  that  ap¬ 


ply  to  all  the  transactions  (section  IV) 
are  met.  This  relief  is  provided  for  all 
transactions  entered  into  prior  to  No¬ 
vember  1,  1977,  regardless  of  whether 
the  terms  of  section  V  of  this  class  ex¬ 
emption  or  the  transition  provisions  of 
sections  414(c)  (4)  and  2003(c>  (2)  (D>  of 
the  Act  arfe  met,  in  order  to  provide  suffi¬ 
cient  opportunity  for  affected  persons  to 
modify  their  practices  to  comply  with 
the  conditions  of  the  exemption. 

4.  Prospective  relief.  Section  II  affords 
prospective  relief  from  the  prohibitions 
of  sections  406(a>(l)  (A)  through  (D) 
and  406(b)  of  the  Act  and  4975(c)  (1)  of 
the  Code  for  transactions  described  in 
section  III  of  the  exemption  arising  out 
of  purchases  made  after  October  31, 1977. 

If  the  transactions  are  described  in  sec¬ 
tions  ni  (e)  and  (f).  the  only  conditions 
which  must  be  satisfied  are  those  con¬ 
tained  in  section  IV;  if  the  transactions 
are  described  in  sections  m  (a)  through 
(d) ,  they  must  satisfy  the  conditions  of 
both  sections  IV  and  V  in  order  to  be 
entitled  to  relief  under  the  exemption. 

Discussion  or  Major  Comments 

1.  EXEMPT  TRANSACTIONS  AND  COVERED 
PERSONS 

Numerous  comments  were  received  re¬ 
questing  clarification  as  to  whether  the 
normal  sales  presentation  and  recom¬ 
mendations  made  to  a  plan  or  a  plan 
fiduciary  by  an  agent,  broker,  pension 
consultant  or  principal  underwriter  con¬ 
stitute  the  rendering  of  investment  ad¬ 
vice  within  the  meaning  of  sections  3(21) 
(A)  (ii)  of  tlie  Act  and  4975(e)  (3)  (B)  of 
the  Code  and  the  regulations  issued 
thereunder  (29  CFR  2510.3-21  (c)  and  26 
CFR  54.4975-9(c)).  If  they  do.  the  re¬ 
ceipt  .of  a  commission  by  such  agent, 
broker,  pension  consultant  or  principal 
underwriter  in  connection  with  the  pur¬ 
chase,  with  plan  assets,  of  an  insurance 
or  annuity  contract  or  securities  issued 
by  an  investment  company  would  consti¬ 
tute  a  prohibited  transaction  under  sec¬ 
tions  406  of  the  Act  and  4975  of  the  Code 
for  which  an  exemption  would  be  re¬ 
quired.  As  stated  in  the  proposal,  a  deter¬ 
mination  of  whether  such  sales  presen¬ 
tation,  recommendations,  and  advice 
constitute  “investment  advice”  under 
section  3(21)  (A)  (ii)  of  the  Act  and  sec¬ 
tion  4975(e)  (3)  (B).of  the  Code  and  the 
regulations  issued  thereunder  can  be 
made  only  on  a  case-by-case  basis. 

Several  comments  stated  that  the  class 
exemption,  as  proposed,  would  not  cover 
transactions  engaged  in  by  registered 
representatives  of  a  principal  under¬ 
writer  because  such  persons  were  not 
“employees”  of  the  principal  under¬ 
writer,  and,  accordingly,  were  not  affili¬ 
ates  of  the  principal  imderwriter.  The 
definition  of  “affiliate,”  now  in  section 
VT(c)  of  the  exemption,  has  been  modi¬ 
fied  in  response  to  these  comments  so  as 
to  make  it  clear  that  a  registered  repre¬ 
sentative  is  an  affiliate  of  a  principal  un-  ^ 
derwriter.  Commentators  also  pointed 
out 'that,  technically,  investment  com¬ 
pany  securities  are  sold  in  both  agency 
and  principal  transactions  by  principal 
imderwrlters.  Accordingly,  section  in(c) 
of  the  exnnption  has  bem  amended  so 


FEDERAL  REGISTER,  VOL  42.  NO.  122— FRIDAY,  JUNE  24,  1977 


NOTICES 


32W7 


that  the  “effecting"  of  such  transactions 
are  oovered. 

Numeious  comments  reflected  a  mis¬ 
understanding  as  to  which  agents, 
brokers,  consultants,  insurance  cmn- 
panles,  investment  companies  and 
principal  underwriters  that  are  fi¬ 
duciaries  or  other  parties  in  interest  with 
respect  to  a  plan  would  be  eligible  for 
relief  under  the  exemption.  Comments 
were  also  received  respecting  the  types 
of  services  that  such  persons  could  pro¬ 
vide  to  a  plan  imder  the  exemption.  In 
response  to  these  comments,  proposed 
.sections  in(a)  and  ni(d)  (1)  have  been 
combined  and  modified  and  are  now  con¬ 
tained  in  section  V(a>  of  the  exemption. 

As  noted  above,  all  transactions  de- 
.scribed  in  section  in,  which  would  other¬ 
wise  be  prohibited  transactions,  are  ex¬ 
empt  if  the  purchase  Is  made  prior  to 
November  1,  1977,  and  the  conditions  of 
section  rv  are  met.  However,  for  trans¬ 
actions  involving  purchases  made  after 
October  31,  1977,  section  V<a)  of  the 
final  exemption  limits  the  exemption  to 
persons  who  are  parties  in  interest  with 
respect  to  a  plan  solely  by  reason  of 
being  a  service  provider,  fiduciary,  or 
bdth.  Furthermore,  as  noted  above,  cer¬ 
tain  limitations  are  placed  on  the  type  of 
fiduciary  activity  in  which  such  per- 
.sons  may  engage. 

Comments  were  received  urging  the 
Agencies  not  to  apply  certain  of  the 
conditions  of  the  exemption  to  an  in¬ 
surance  company,  investment  company 
or  investment  company  principal  under¬ 
writer  that  may  be  a  fiduciary  or  party 
in  Inteirest  with  respect  to  a  plan  solely 
by  reason  of  sponsoring  a  master  or 
prototype  plan  which  Is  adopted  as  the 
plan.  These  comments  indlca^  that  in¬ 
dependent  Insurance  brokers,^  or  dealers 
in  investment  company  shares,  often 
market  Insurance  or  annuity  contracts 
or  securities  Issued  by  an  Investment 
company  together  with  a  master  or 
prototype  plan  prepared  by  the  insur¬ 
ance  company  or  the  investment  com¬ 
pany  or  its  principal  underwriter.  In 
these  situations,  while  the  inder>endent 
agents,  brokers,  consultants  or  dealers 
in  Investment  company  shares  may  be 
fiduciaries  to  the  plan  in  connection  with 
the  transaction,  ^e  Insurance  company, 
Investmoit  company  or  its  principal  un¬ 
derwriter  would  not  be  involved  with  the 
plan  other  than  as  sponsor  of  the  mas¬ 
ter  or  prototype  plan  (and  as  Issuer  of 
the  contract  or  security  which  is  pur¬ 
chased  to  fund  the  plan).  In  response 
to  these  comments,  the  Agencies  have 
modified  the  exemption  so  that,  as  noted 
above,  such  sponsOTs  of  master  or  pro¬ 
totype  plans  are  subject  only  to  a 
limited  number  of  the  conditions  of  the 
exemption.  As  noted  above,  however,  the 
person  effecting  the  transaction  for  the 
purchase  of  an  insurance  or  annuity  con¬ 
tract  or  of  securities  Issued  by  an  in¬ 
vestment  company  to  fund  a  master  or 
prototype  plan  (l.e.,  the  agent,  broker, 
consultant  or  principal  underwriter)  is 


subject  fully  to  all  conditions  of  ttie 
exemptlOQ.* 

2.  Reasonable  Compensation.  Proposed 
sectl(xis  in(b)(l).  in(e)  and  in(d)(2) 
are  now  contained  in  secticm  IV  of  the 
exemption,  and,  as  noted  above,  are  14}- 
plicable  to  all  covered  transactions. 

The  proposal  was  criticized  for  not 
containing  specific  guidance  as  to  what 
constitutes  reasonable  comi>ensatl(m  and 
various  standards  were  suggested  by 
which  to  measure  reasonableness.  The 
Agencies  have  decided  not  to  incorpo¬ 
rate  these  comments  because  the  forms 
of  compensation  can  var>’  substantially, 
and  any  determination  as  to  whether  or 
not  the  total  amount  of  compensation  is 
reasonable  depends  on  the  particular 
facts  and  circumstances  of  each  case.  A 
similar  position  has  been  adopted  by  the 
Agencies  with  respect  to  "reasonable 
compensation"  in  the  regulations  issued 
elsewhere  in  this  issue  of  the  Federal 
Register  under  section  408 (c>  <2»  of  the 
Act  <29  CFR  2550.408c-2<b)  (1) )  and 
section  4975(d>(10)  of  the  Code  <26 
CFR  54.4975-6(0(2)). 

Comments  were  also  received  urging 
the  Agencies  to  alter  the  commission 
disclosure  requirement  to  reflect  com¬ 
missions  received  over  a  longer  base  pe¬ 
riod.  Although  these  comments  have  not 
been  adopted,  the  Agencies  wish  to  em¬ 
phasize  that  the  disclosure  requirements 
of  the  final  exemption  set  forth  mini¬ 
mum  requirements  respecting  commis¬ 
sions,  and  that  disclosure  of  additional 
informatiim  is,  to  the  extent  it  is  not  mis¬ 
leading  or  obfuscatory,  permissible 

Comments  also  urged  the  Agencies  to 
provide  that  In  those  cases  where  the 
amount  of  compensation  is  judged  to  be 
in  excess  of  reasonable  compensation, 
the  “amount  Involved”  for  purposes  of 
the  assessment  of  the  excise  tax  under 
sections  4975(a)  and  (b)  of  the  C(Xle 
or  the  civil  penalty  under  section  502(1) 
of  the  Act  be  limited  to  the  amount  of 
the  compensation  in  excess  of  reason¬ 
able  compensation.  The  exemption  has 
been  mexlifled  to  Incorporate  these  com¬ 
ments.  Finally,  in  response  to  confusion 
evidenced  by  various  comments,  the  rea¬ 
sonable  compensatiem  test  has  been  re¬ 
phrased  to  clarify  that  it  Is  the  total 
compensation  received  (which  Includes 
all  fees,  commissions  and  other  consid¬ 
eration)  that  miist  be  reasonable. 

3.  Approval  by  a  fiduciary.  In  response 
to  numerous  comments,  section  V(b)  of 
the  exemption,  respecting  fiduciary  ap¬ 
proval  of  the  exempted  transaction, 
clarifles  that  the  employer  of  employees 
covMied  by  the  plan  may  assume  the  re- 
spcxisibility  of  being  the  approving  fi¬ 
duciary. 


*  If  a  dealer  m  Inveetment  company  ae- 
curltlee  le  not  a  principal  underwriter  with 
respect  to  the  inveetment  company  whose 
securities  are  being  recommended  for  pur¬ 
chase  with  plan  assets,  such  dealer  need  no4 
comply  with  the  condition  of  this  exemp¬ 
tion,  but  Is  Instead  referred  to  Part  n  ot 
Prohibited  Transaction  Exemption  76-1  (40 
PR  60646). 


4.  Dislosure.  Pursuant  to  comments,  a 
variety  of  changes  from  the  dlscloeure 
reciulreinaits  of  the  proposal  have  bem 
made. 

hCany  comments  were  received  criti¬ 
cizing  the  requirement  of  the  proposal 
that  the  agent,  broker,  ccmsultant  or 
principal  underwriter  diiKlose  t^  names 
of  all  insurance  companies  and  invest¬ 
ment  companies  Vlth  which  such  per¬ 
son  is  afWated.  The  exemption,  as 
adopted,  has  been  modlfled  in  response 
to  these  ciHuments  and  limits  the  dis¬ 
closure  in  this  area  to  Informaticm  con¬ 
cerning  the  relationship  between  the  in¬ 
surance  company  or  Investment  com¬ 
pany  whose  contract  or  security  is  rec¬ 
ommended  and  the  person  making  the 
recommendation. 

Comments  suggested  tliat  the  exemp¬ 
tion  be  c(mditioned  upon  the  disclosure 
of  the  dollar  amount  of  commission  to 
be  received.  The  Agencies  did  not  adopt 
this  suggestion  because  disclosure  of  tlie 
percentage  rate  of  commissions  will  be 
required,  and  this  will  provide  compa¬ 
rable  information  to  the  approving  fldu- 
ciary  and  will  be  more  easily  developed 
by  the  person  claiming  exemption. 

The  provisions  of  the  proposal  re¬ 
specting  disclosure  of  special  instruc¬ 
tions,  special  incentive  arrangements 
and  sources  of  substantial  amounts  of 
commission  income  have  been  deleted. 
Comments  Indicated  a  great  deal  of  un¬ 
certainty  as  to  the  meaning  of  these 
terms  and  questkmed  their  relevance  to 
the  inforamtion  needed  by  the  approving 
fiduciary.  In  addition,  the  Agencies  be¬ 
lieve  that  the  other  disclosure  require¬ 
ments  of  the  exemption  will  be  sufficient 
to  alert  an  approving  flduciary  to  the 
extent  of  the  potential  conflict  of  inter¬ 
est  of  the  person  recommending  the 
purchase. 

Several  comments  were  received  with 
respect  to  the  necessity  for  and  fre¬ 
quency  of  disclosures  which  might  be  oc¬ 
casioned  by  additicmal  purchases  of  con¬ 
tracts  or  securities.  Some  commentators 
urged  the  Agencies  to  require  repeat  dis¬ 
closure  only  when  the  applicable  con¬ 
tract  or  security,  or  the  commission  with 
respect  thereto,  is  materially  different 
from  that  for  which  the  approval  was 
obtained,  while  others  urg^  that  dis¬ 
closure  be  required  each  year.  The  re¬ 
quirement  ol  the  exemption,  as  adopted, 
is  intended  to  reach  a  middle  ground 
and  reflects  the  Agencies*  position  that 
the  approving  flduciary  needs  sufiBclent- 
ly  current  Information  with  which  to 
make  an  informed  Judgment  with  re¬ 
spect  to  additional  purchases  of  the 
recommended  pnxluct. 

5.  Recordkeeping,  availability  of  rec¬ 
ords.  In  response  to  comments,  the 
recordke^ing  requirements  of  the  pro¬ 
posal  have  been  modlfled  to  specify  the 
records  that  the  agent,  bredeer,  consult¬ 
ant,  Insurance  company  and  principal 
underwriter  must  retain.  Comments  were 
received  urging  the  Agencies  to  modify 
the  proposal  so  as  to  Umlt  the  persons  ta 
whom  the  retained  records  would  ba 
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available.  However,  these  siiggestlons 
have  not  been  incorporated  because  the 
final  exemption  clearly  delineates  the 
records  which  must  be  retained. 

In  addition  to  the  changes  noted 
above  which  have  bera  made  In  the  ex¬ 
emption,  as  adopted.  In  response  to  sug¬ 
gestions  made  in  the  wiittoi  commit 
letters  and  the  testimony  received  at  the 
public  hearing  of  February  14.  1977, 
other  changes  Intended  to  clarify  the 
provisions  of  the  exemption  have  been 
made. 

General  Information 

The  attention  of  interested  persons  Is 
directed  to  the  following:  (1)  The  fact 
that  a  transaction  Is  the  subject  of  an 
exemption  granted  imder  section  408(a) 
of  the  Act  and  Section  4975(c)  (2)  of  the 
Code  does  not  relieve  a  fiduciary  or  other 
party  in  interest  with  respect  to  a  plan 
to  which  the  exemption  is  applicable 
from  certain  other  provisions  of  the  Act 
and  the  CJode,  including  any  prohibited 
transaction  provisions  to  which  the  ex¬ 
emption  does  not  apply  and  the  general 
fiduciary  responsibility  provisions  of  sec¬ 
tion  404  of  the  Act  which,  among  other 
things,  require  a  fiduciary  to  discharge 
his  duties  respecting  the  plan  solely  in 
the  interest  of  the  plan’s  participants 
and  beneficiaries  and  in  a  prudent  fash¬ 
ion  in  accordance  with  section  404(a)  (1) 
<B)  of  the  Act;  nor  does  it  affect  the  re¬ 
quirement  of  section  401(a)  of  the  Code 
that  a  plan  must  operate  for  the  exclu¬ 
sive  benefit  of  the  employees  of  the  em¬ 
ployer  maintaining  the  plan  and  their 
beneficiaries. 

(2)  The  exemption  set  forth  herein  is 
supplemental  to.  and  not  in  derogation 
of.  any  other  provisicms  of  the  Act  and 
the  Code,  including  statutory  exemp¬ 
tions  and  transitional  rules.  Further¬ 
more.  the  fact  that  a  transaction  is  sub¬ 
ject  to  an  administrative  or  statutory 
exemption  is  not  dispositive  of  whether 
the  transaction  is  in  fact  a  prohibited 
transaction. 

(3)  The  class  exemption  is  applicable 
to  a  particular  transaction  only  if  tiie 
transaction  satisfies  the  conditions  speci¬ 
fied  in  the  class  exemption. 

(4)  In  accordance  with  section  408(a) 
of  the  Act  and  section  4975(c)  (2)  of  the 
Code,  and  based  upon  the  entire  record, 
including  the  written  commits  sub¬ 
mitted  in  response  to  the  notice  of  De¬ 
cember  29,  1976,  (reprinted  on  January 
7.  1977)  and  the  testimony  given  at  the 
public  hearing  of  February  14.  1977,  the 
Department  and  the  Service  make  the 
following  determinations: 

(i)  The  class  exemption  set  forth 
herein  is  administratively  feasible; 

(ii)  It  is  in  the  Interests  of  plans  and 
of  their  participants  and  ben^clarles; 
and 

(ill)  It  is  protective  of  the  rights  of 
participants  and  boieficiarles  of  plans. 

EXKMPTIOH 

Accordingly,  the  following  exemption 
is  hereby  granted  under  the  authority  of 
section  4()8(a)  of  the  Act  and  section 
4975(c)  (2)  of  the  Code  and  in  accord¬ 
ance  with  the  mncedures  set  forth  in 


NOTICES 

ERISA  Procedure  75-1  (40  FR  18471. 
April  28.  1975)  and  Rev.  Proc.  75-26. 
1975-1 C3.  722. 

Section  I — Retroactive.  Effective  for 
purchases  described  in  section  m  of  this 
exemption  made  before  November  1, 
1977,  the  restrictions  of  section  406  of 
the  Employee  Retirement  Income  Secu¬ 
rity  Act  of  1974  (the  Act)  and  the  taxes 
imposed  by  section  4975  of  the  Internal 
Revalue  Code  of  1954  (the  Code)  do  not 
apply  to  any  of  the  transactions  de¬ 
scribed  in  section  ni  if  the  conditions 
set  forth  in  section  IV  are  met 

Section  II — Prospective.  Effective  for 
purchases  described  in  Section  HI  of  this 
exemption  made  after  October  31.  1977, 
the  restrictions  of  section  406(a)  (1)  (A) 
through  (D)  and  406(b)  of  the  Act  and 
the  taxes  imposed  by  section  4975  of  the 
Code  do  not  apply  to  any  of  the  trans¬ 
actions  describe  in  section  HI  of  this 
exemption  if  the  conditions  prescribed  in 
sections  IV  and  V  of  this  exemption  are 
met. 

Section  III — Transactions,  (a)  The  re¬ 
ceipt,  directly  or  indirectly,  by  an  in¬ 
surance  agent  or  broker  or  a  pension 
consultant  of  a  sales  commission  from 
an  insurance  company  in  connecticm 
with  the  purchase,  with  plan  assets,  of 
an  insurance  or  annuity  contract. 

(b)  The  receipt  of  a  sales  commisskxi 
by  a  principal  imderwriter  for  an  invest¬ 
ment  company  registered  under  the  In¬ 
vestment  Cwnpany  Act  of  1940  (herein¬ 
after  referred  to  as  an  investmoit 
company)  in  connection  with  the  pur- 
chsuse,  with  plan  assets,  of  securities  is¬ 
sued  by  an  investment  company. 

(c)  "nie  effecting  by  an  insurance 
agent  or  broker,  pension  consultant  or 
investment  company  principal  imder¬ 
writer  of  a  transaction  for  the  purchase, 
with  plan  assets,  of  an  insurance  or  an¬ 
nuity  contract  or  securities  issued  by  an 
investment  company. 

(d)  The  purchase,  with  plan  assets,  of 
an  insurance  or  annuity  contract  from 
an  insurance  company. 

(e)  The  purchase,  with  plan  assets,  of 
an  insurance  or  annuity  contract  from 
an  insurance  company  which  is  a  fidu¬ 
ciary  or  a  service  provider  (or  both)  with 
respect  to  the  plan  solely  by  reasm  of 
the  sponsorship  of  a  master  or  prototype 
plan. 

(f)  The  purchase  of  securities  issued 
by  an  investment  company  with  plan 
assets  from,  or  the  sale  of  such  securities 
to,  an  investment  company  or  investment 
company  principal  imderwriter,  when 
such  investment  company  or  principal 
underwriter  is  a  fiduciary  or  a  service 
provider  (or  both)  with  respect  to  the 
plan  solely  by  reason  of  the  sponsorship 
of  a  master  or  prototype  plan. 

Section  IV — Conditions  with  Respect 
to  Transactions  Described  in  Section  III. 

(a)  The  transaction  is  effected  by  the 
Insurance  agent  or  broker,  pension  con- 
sulant,  insurance  company  or  investment 
company  principal  underwriter  In  the 
ordinary  course  of  its  business  as  such 
a  person. 

(b)  The  transactlim  is  (m  terms  at 
least  as  favorable  to  the  plan  as  an 


arm’s-length  transaction  with  an  unre¬ 
lated  party  would  be. 

(c)  The  cmnbined  total  of  all  fees,  com¬ 
missions  and  other  consideration  received 
by  the  insurance  agent  or  broker,  pen¬ 
sion  consultant,  insurance  company,  or 
investment  company  principal  imder¬ 
writer: 

(1)  For  the  provision  of  services  to  the 
plan;  and 

(2)  In  connection  with  the  purchase  of 
insurance  or  annuity  contracts  or  securi¬ 
ties  issued  by  an  investment  company 
is  not  in  excess  of  “reasonable  compensa¬ 
tion”  within  the  contemplation  of  section 
408(b)  (2)  and  408(c)  (2)  of  the  Act  and 
sections  4975(d)(2)  and  4975(d)  (10)  of 
Code.  If  such  total  is  in  excess  of  “rea¬ 
sonable  compensation.”  the  “amount  in¬ 
volved”  for  purposes  of  the  civil  penalties 
of  section  502(1)  of  the  Act  and  the  ex¬ 
cise  taxes  imposed  by  section  4975(a) 
and  (b)  of  the  Code  is  the  amoimt  of 
compensation  in  excess  of  “reasonable 
compensation.” 

Section  V — Conditions  For  Transac¬ 
tions  Described  in  Section  1 1  Ha)  through 

(d) :  The  following  conditions  apply 
solely  to  a  transaction  described  in  para¬ 
graphs  (a),  (b),  (c)  or  (d)  of  section  HI: 

(a)  The  insurance  agent  or  broker, 
pension  consultant,  insurance  company, 
or  investment  cixnpany  principal  under¬ 
writer  is  a  party  in  interest  or  disquali¬ 
fied  person  solely  by  reason  of  being  a 
service  provider  or  fiduciary  (or  both) 
with  respect  to  the  plan,  but  is  not  a 
trustee  of  the  plan,  a  plan  administrator 
(within  the  meaning  of  section  3(16)  (A) 
of  the  Act  and  section  414  (g)  of  the 
Code),  a  named  fiduciary  of  the  plan 
(within  the  meaning  of  section  402(a)  (2) 
of  the  Act)  or  a  fiduciary  who  is  expressly 
authorized  in  writing  to  manage,  acquire, 
or  dispose  of  the  assets  of  the  plan  on  a 
discretionary  basis. 

(b)  A  fiduciary  with  respect  to  the 
plan,  followmg  receipt  of  the  information 
required  to  be  disclosed  pursuant  to 
paragraphs  (c) ,  (d) ,  and  (e)  of  this  sec¬ 
tion.  and,  prior  to  the  execution  of  the 
transaction,  acknowledges  in  writing 
receipt  of  such  information  and  approves 
the  transaction  on  behadf  of  the  plan. 
Such  fiduciary  may  be  an  employer  of 
employees  covered  by  the  pian.  but  may 
not  be  insurance  agent  or  broker,  pen¬ 
sion  consultant,  insurance  company,  in¬ 
vestment  cmnpany,  or  investment  com¬ 
pany  principal  underwriter  involved  in 
the  transaction.  Such  fiduciary  may  not 
receive,  directly  or  indirectly  (e.g., 
through  an  affiliate),  any  compensation 
or  other  consideration  for  his  or  her  own 
personal  account  from  any  party  dealing 
with  the  plan  in  connection  with  the 
transaction. 

(c)  The  insurance  agent  or  broker, 
pensicxi  consultant,  insurance  ccmipany, 
or  investment  company  principal  under¬ 
writer  provides  to  the  fiduclaiy  referred 
to  in  paragraph  (b)  of  this  section,  prior 
to  the  appro^  described  in  that  para¬ 
graph,  written  disclosure  of  the  Informa¬ 
tion  set  forth  bdow,  which  Information 
shall  be  in  a  manner  and  form  calculated 
to  be  understood  by  a  plan  fiduciary  who 
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has  no  special  expertise  in  insurance  or 
investment  matters : 

(1)  If  the  agent,  broker,  or  ccmsultant 
is  an  affiliate  of  the  insurance  company 
whose  contract  is  being  recommend^,  or 
if  the  ability  of  such  agent,  broker  or 
ccmsultant  to  recommend  insurance  or 
annuity  ccmtracts  is  limited  by  any 
agreement  with  such  insurance  company, 
or  if  the  persmi  recommending  securities 
issued  by  an  Investment  company  is  the 
principal  underwriter  of  the  investment 
company  whose  securities  are  being  rec¬ 
ommended,  the  nature  of  such  affilia¬ 
tion,  limitation,  or  relationship; 

(2)  Ihe  sales  commission,  expressed  as 
a  percentage  of  gross  annual  premium 
payments  for  the  first  year  and  for  each 
of  the  succeeding  renewal  years,  that  will 
be  paid  by  the  insurance  company  to  the 
agent,  broker,  or  ccmsultant  in  ccmnec- 
tion  with  the  pui'chase  of  the  recom¬ 
mended  contract;  and 

(3)  The  sales  commission,  expressed  as 
a  percentage  of  the  dollar  sunount  of  the 
plan’s  gross  payment  and  of  the  amoimt 
actually  Invested,  that  will  be  received 
by  the  principal  underwriter  in  connec- 
ti(m  with  the  purchase  of  the  reccrni- 
mended  securities  issued  by  the  invest¬ 
ment  company. 

(d)  In  the  case  of  any  purchase  made 
after  December  31,  1978,  [Reserved], 

(e)  With  respect  to  additional  pur¬ 
chases  of  Insurance  or  annuity  con¬ 
tracts  or  securities  Lssued  by  an  invest¬ 
ment  c<xnpany,  the  wiitt^  disclosure  re¬ 
quired  under  paragraphs  (c)  and  (d)  of 
this  section  V  need  not  be  repeated,  im- 
less — 

(1)  More  than  three  years  haye  pcussed 
since  such  disclosure  was  made*  with  re¬ 
spect  to  the  same  kind  of  cmitract  or 
security,  or 

(2)  The  contract  or  security  being 
recommended  for  purchase  or  the  com¬ 
mission  with  respect  thereto  is  material¬ 
ly  different  from  that  for  which  the  ap¬ 
proval  described  in  paragraph  <b)  of  this 
section  was  obtained. 

(f)  In  the  case  of  any  transaction  de¬ 
scribed  in  paragraphs  (a),  (b),  or  (c>  of 
section  m,  the  insurance  agent  or 
broker,  pension  consultant  or  investment 
company  principal  imderwrlter  shall  re¬ 
tain  or  cause  to  be  retained  for  a  period 
of  six  years  from  the  date  of  such  trans- 
actl<Mi.  the  following : 

(1)  The  information  disclosed  pursu¬ 
ant  to  paragraphs  (c)>  (d),  and  (e)  of 
this  section  V; 

(2)  Any  additional  information  or 
documents  provided  to  the  fiduciary  de¬ 
scribed  in  paragrai^  (b)  of  this  section 
V  with  respect  to  such  transaction;  and 

(3)  The  written  acknowledgement  de¬ 
scribed  in  pcuagraph  (b)  of  this  section. 

(g)  In  the  case  of  any  transaction  de¬ 
scribed  in  section  in(d)  (for  which  no 
insurance  agent  or  bn^er  or  pension 
consultant  is  required  to  maintain  rec¬ 
ords  under  section  V(f)).  the  insurance 
cmnpany  shall  retain  the  materials  de¬ 
scribed  in  paragrai^  (f),  (1),  (2),  and 

(3)  of  this  section  V  for  a  period  ot  six 
years  trom  the  date  of  such  transaction. 

<h)  With  respect  to  the  records  re¬ 


quired  to  be  retained  pursuant  to  para¬ 
graph  (f)  or  (g)  of  this  section  V: 

(1)  A  pnAlbited  transaction  will  not 
be  deemed  to  have  occurred  if.  due  to  cir¬ 
cumstances  beyond  the  control  of  the  in¬ 
surance  agent  or  broker,  pension  con¬ 
sultant.  principal  tmderwriter,  or  insur¬ 
ance  compcmy,  such  records  are  lost  or 
destroyed  prior  to  the  end  of  such  six- 
year  period. 

(2)  Notwithstanding  anything  to  the 
contrary  in  secti<»is  504  (a><2)  and  (b) 
of  the  Act.  such  recm'ds  are  uncondi¬ 
tionally  available  for  examination  dur¬ 
ing  normal  business  hours  by  duly  au¬ 
thorized  employees  or  representatives  of 
the  Department  of  Labor,  the  Internal 
Revenue  Service,  plan  participants  and 
beneficiaries,  any  employer  of  plan  par¬ 
ticipants  and  beneficiaries,  and  any  em¬ 
ployee  organization  any  of  whose  mem¬ 
bers  are  covered  by  the  plan 

Section  VI — Definitions.  For  purposes 
of  this  exemptiem: 

(a)  The  term  “principal  underwriter” 
is  defined  in  the  same  manner  as  that 
term  is  defined  in  section  2(a>  (29)  of  the 
Investment  Company  Act  of  1940  (15 
U.8.C.  80a-2(a)(29)). 

(b)  The  terms  “Insurance  agent  or 
broker,”  “pension  consultant.”  “insur¬ 
ance  company,”  “investment  company,” 
and  “principal  underwriter"  mean  such 
persons  and  any  affiliates  thereof. 

(c)  The  term  “affiliate”  of  a  person 
means: 

(1)  Any  pers<xi  directly  or  indirectly 
controlling,  controlled  by.  or  under  com¬ 
mon  control  with  such  person; 

(2)  Any  (fficer,  director,  partner,  em¬ 
ployee  (including,  in  the  case  of  a  prin¬ 
cipal  underwriter,  any  registered  repre¬ 
sentative  thereof,  whether  or  not  such 
person  is  a  conunon  law  employee  of 
such  principal  underwriter) .  or  relative 
of  any  such  persmi; 

(3)  Any  cmiraratimi  or  partnership  of 
which  such  persrni  is  an  officer,  director, 
partner,  or  employee; 

(d)  The  term  “control”  means  the 
power  to  exercise  a  controlling  influence 
over  the  management  or  policies  of  a 
person  other  than  an  individual. 

(e)  The  term  “relative”  means  a  “rel¬ 
ative”  as  that  term  is  defined  in  section 
3(15)  of  the  Act  (or  a  “member  of  the 
family”  as  that  term  is  defined  in  sec- 
Uon  4975(e)(6)  of  the  Code),  or  a 
brother,  a  sister,  or  a  spouse  of  a  brother 
or  a  sister. 

(f)  The  term  “master  or  prototype 
plan”  means  a  plan  which  is  approved  by 
the  Service  under  Rev.  Proc.  72-7,  1972- 
1  CS.  715,  or  Rev.  Proc.  72-8.  1972-1 
C3.  716,  or  their  successors. 

Signed  at  Washlngtmi.  D.C.,  this  16th 
day  of  June,  1977. 

Ian  D.  Lanoff, 

Administrator,  Pension  and 
Welfare  Benefit  Programs, 
Department  of  Labor. 

Alvin  D.  Litbxk, 
Assistant  Commissioner  (Km- 
viogee  Plans  and  Exempt 
Organizations) ,  Internal  Rep- 
enue  Service. 

int  Doo.77-1789e  FUed  6-91-77:f:46  am] 


EMPLOYEE  BENEFIT  PLANS 

Proposal  To  Adopt  Additional  Conditions 
With  Respect  to  Prohibited  Transaction 
Exemption  77-9 

AGENCIES:  Department  of  Labor.  De¬ 
partment  of  Treasury/ Internal  Revenue 
Service. 

ACmON :  Proprosal  to  Impose  Additional 
Conditions  on  Prohibited  Transaction 
Exemptirm  77-9. 

SUMMARY ;  This  notice  c(Hitains  a  pro¬ 
posal  to  impose  two  additional  condi¬ 
tions  on  Prr^ibited  Transaction  Exemp¬ 
tion  77-9,  the  class  exemptiem  relating 
to  certain  transactions  engaged  in  by  in¬ 
surance  agents  and  brewers,  pension 
consultants,  insurance*  companies,  in¬ 
vestment  companies,  and  investment 
company  principal  underwriters  pub¬ 
lish^  elsewhere  in  this  issue  of  the 
Federal  Register.  The  proposed  condi¬ 
tions,  which  would  be  applicable  only  to 
certain  transactions  described  in  Pro¬ 
hibited  Tran.saction  Exemption  77-9 
occurring  after  December  31,  1978. 

would  restrict  the  scope  <rf  the  exemp¬ 
tion  for  such  transactions  to  those 
entered  into  on  behalf  of  employee  bene¬ 
fit  plans  with  a  limited  number  of  active 
participants,  and  would  require  the  dis¬ 
closure  of  additional  information  with 
respect  to  such  transactions.  The  addi¬ 
tional  conditions  are  being  published  in 
proposed  form  in  order  to  alloa’  inter¬ 
ested  persons  the  opportunity  to  com¬ 
ment,  and  would  affect  participants  an(; 
beneficiaries  of  employee  benefit  plan.s 
their  employers,  and  persons  engaging 
in  the  transactiims  to  which  the  pro¬ 
posed  conditions  would  be  applicable. 


Mr.  Forrest  Foss,  Room  C-4508,  Plan 
Benefits  Security  Dlvisicm,  Office  of 
the  Solicitor,  Department  of  Labor. 
200  Constitution  Avenue  NW.,  Wash¬ 
ington.  D.C.  20210  (202-523-5856). 

Mr.  Elliot  Daniel,  Internal  Revenue 
Service,  1111  Constitution  Avenue. 
NW.,  Washingt<m.  D.C.  20224.  Atten¬ 
tion:  E:EP:PT  (202-566-3089). 

(These  are  not  toll  free  numbers.) 


SUPPLEMENTARY  INFORMATION : 
Notice  is  hereby  given  that  the  Depart¬ 
ment  of  Labor  (Department)  ancl  the 
Internal  Revenue  Service  (Service)  have 
under  consideration  a  proposal  to  adopt 
additional  conditions  with  respect  to  the 
exemption  provided  by  Prohibited 
Transactitm  Exemption  77-9,  the  class 
exemption  relating  to  certain  transac¬ 
tions  engaged  in  by  insurance  agents 
and  brokers,  pension  consultants,  insur¬ 
ance  companies,  investment  companies, 
and  Investment  company  principal 
imderwrlters  published  elsewhere  in  this 
issue  of  the  Federal  Register.  These 
persons,  because  of  the  services  they 
render  to  plans,  may  be  fiduciaries  or 
other  .parties  In  Interest  with  respect  to 
such  plans  and  thereby  precluded  by 
reason  oi  sectlims  406(a)(1)  (A) 

through  (D)  and  406(b)  of  the  Em¬ 
ployee  Retirement  Income  Security  Act 
of  1974  (the  Act)  and  secthm  4975(c) 
(1)  of  the  Internal  Revenue  Code  of 


FOR  FURTHER  INFORMATION: 
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1954  (the  Code)  from  engaging  in  the 
transactions  described  in  Prohibited 
Transaction  Exemption  77-9.  The  addi¬ 
tional  conditions  would  affect  only  those 
transactions  described  in  paragraphs 
(a)  through  (d)  of  section  in  of  Pro¬ 
hibited  Transactions  Exemption  77-9 
which  are  entered  into  after  December 
31,  1978. 

The  proposal  has  two  parts.  The  first 
part  would  limit  the  availability  of  the 
exemption  to  those  transactions  (de¬ 
scribed  in  sections  III  (a) -(d)  of  Pro¬ 
hibited  Transaction  Exemption  77-9) 
entered  into  on  behalf  of  plans  with  less 
than  100  active  participants  at  the  time 
of  the  transaction.  The  applicants  for 
the  class  exemption,  and  many  of  those 
submitting  comments  thereon,  empha¬ 
sized  that  small  plans  have  limited  fi¬ 
nancial  resources  and,  therefore,  must 
rely  heavily  on  the  services  of  insurance 
agents  and  brokers,  pension  consultants, 
insurance  companies  and  investment 
company  principal  underwriters.  The 
comments  noted  that  if  such  persons 
were  precluded  from  engaging  in  the 
transactions  described  in  paragraphs  (a) 
through  (d)  of  section  HI  of  the  class 
exemption,  they  could  not  provide  serv¬ 
ices  to  the  plans,  to  the  detriment  of  the 
plans  and  their  participants  and  bene¬ 
ficiaries.  The  Agencies,  however,  have 
not  received  adequate  comment  on  how 
to  identify  these  plans. 

In  this  regard,  with  respect  to  defin¬ 
ing  a  small  plan  for  purposes  of  this  ex¬ 
emption,  comments  were  received  sug¬ 
gesting  that  the  exemption  be  limited 
to  plans  with  25  or  fewer  active  par¬ 
ticipants.'  These  commentators  seemed 
to  have  chosen  this  limit  based  upon 
their  imderstanding  that  certain  insur¬ 
ance  or  annuity  contracts  would  be  in¬ 
appropriate  fCH*  plans  with  more  than 
25  participants.  The  Agaicies  are  con¬ 
cerned,  however,  that  such  a  limitation 
of  the  exemption  could  restrict  the  op¬ 
eration  of  many  plans  which,  while  hav¬ 
ing  more  than  25  active  participants, 
nevertheless  have  limited  resources  and 
would  be  unable  to  operate  economically 
without  the  availability  of  this  exemp¬ 
tion.  Accordingly,  while  the  Agencies  are 
proposing  to  limit  the  exemption  to 
small  plans,  they  have  tentatively  de¬ 
scribed  such  plam  as  those  having  less 
than  100  active  participants. 

In  the  notice  which  proposed  Prohib¬ 
ited  Transacticm  Exempticm  77-9  (41  FR 
56760,  December  29.  1976) ,  the  Agencies 
indicated  that  satisfaction  of  the  condi¬ 
tions  therein  would  not  permit  a  breach 
of  the  general  fiduciary  responsibility 
provisions  of  section  404(a)(1)  of  the 
Act  or  excuse  a  violation  of  the  “exclu¬ 
sive  benefit  of  ^ployees**  requirement 
contained  in  section  401  (a)  of  the  Code. 
By  way  of  example,  the  Agencies  stated 
that  such  a  breach  or  violation  might 
occur  if  a  fiduciary  with  respect  to  the 
plsin  recommends  or  causes  the  plan  to 
select  a  funding  medium  or  investment 
which,  under  the  particular  circum¬ 
stances,  is  not  suitable  for  the  plan. 


>  other  commentators  urged  the  Agencies 
to  issue  an  exemption  without  regard  to  the 
size  of  the  plans. 


Thus,  in  the  circumstances  of  a  given 
case,  an  insurance  agent  who  is  a  fidu¬ 
ciary  with  respect  to  a  plan  might  be 
found  to  have  breached  his  or  her  fidu¬ 
ciary  responsibilities  if  he  or  she  caused 
the  plan  to  purchase  individual  insur¬ 
ance  or  annuity  contracts  or  other  high 
commission  products  when  similar  bene¬ 
fits  or  protections  could  have  been  se¬ 
cured  at  a  lesser  cost  to  the  plan  under 
a  group  contract. 

With  respect  to  this  particular  exam¬ 
ple,  many  commentators  observed  that 
differences  exist  between  individual  and 
group  contracts,  some  of  which  may  be 
important  to  plan  beneficiaries  and  par¬ 
ticipants;  other  commentators  suggested 
that  the  potential  for  abuse  is  so  great 
with  respect  to  transactions  of  the  type 
described  that  an  absolute  limit  of  25 
participants  be  placed  on  the  size  of  plans 
which  could  engage  in  transactions  cov¬ 
ered  by  the  proposed  class  exemption. 
The  Agencies  recognize  that  every  al¬ 
leged  breach  of  fiduciary  duty  must  be 
analyzed  in  connection  with  the  facts 
and  circumstances  particular  to  that 
transaction.  Therefore,  the  described  ex¬ 
ample  should  not  be  interpreted  to  mean 
that  a  sale  by  an  insurance  agent  who  is 
a  fiduciary  to  a  plan  of  individual  con¬ 
tracts  to  such  plan  would  nece^arily 
involve  a  breach  of  fiduciary  duty."  Sim¬ 
ilarly,  with  respect  to  the  described  ex¬ 
ample,  the  Agencies’  determination  to 
propose  that  the  class  exemption  afford 
relief  only  where  plans  engaging  in  de¬ 
scribed  transactions  have  less  than  100 
active  participants  should  not  be  viewed 
as  an  interpretation  by  the  Agencies  that 
purchases  of  Individual  contracts  would 
not  involve  a  breach  of  fiduciary  duty  if 
the  plan  has  less  than  100  active  partici¬ 
pants.  As  explained  above,  the  proposed 
delineati(Mi  of  “small”  plans  was  deter¬ 
mined  primarily  upon  cwicems  as  to  the 
ability  of  a  plan  to  secure  certain  neces¬ 
sary  services,  and  many  circumstances 
must  be  evaluated  in  determining 
whether  the  choice  of  a  particular  fund¬ 
ing  medium  for  a  plan  is  in  violation  of 
section  404(a)  (1)  of  the  Act  or  the  “ex¬ 
clusive  benefit”  rule  of  section  401(a)  of 
the  Code. 

The  second  part  of  the  amendment 
pertains  to  disclosure  of  information  con¬ 
cerning  various  characteristics  of  the  in¬ 
surance  or  annuity  contract  or  securities 
issued  by  an  investment  company  recom¬ 
mended  to  the  plan  for  purchase  with 
plan  assets.  The  disclosures  required  by 
the  original  proposal  (41  FR  56760)  were 
criticized  in  various  comments  as  being 
misleading  because  they  focused  entirely 
on  the  commission  and  related  forms  of 
compensation  of  the  agent,  broker,  con¬ 
sultant  or  principal  underwriter,  and 
ignored  other  information  which  would 
be  useful  to  a  plan  seeking  to  evaluate 
the  benefits  available  under  a  recmn- 
mended  insurance  or  investment  com¬ 
pany  product  The  proposed  amendment 
would 'require  disclosure  of  information 
relating  to  the  nature  of  the  contract  or 
security  being  recommended  for  pur¬ 
chase,  as  well  as  the  potential  confilct 
of  interest  of  the  persmi  making  the  rec¬ 
ommendation.  l^seclfically,  the  pngTosal 


would  require  disclosures  relating  to  the 
cash  surrender  value  of  the  insurance  or 
annuity  contract  the  guaranteed  rate  of 
return,  if  any,  with  respect  to  the  con¬ 
tract,  and  various  provisicms  of  the  con¬ 
tract  or  security  which  could  adversely 
affect  benefits  contemplated  thereunder. 
Thus,  the  additional  condition  is  designed 
to  allow  a  fiduciary  of  the  plan  to  make  a 
more  informed  and  Independent  judg¬ 
ment  as  to  the  suitability  of  purchasing 
the  contract  or  security  for  the  plan. 

The  proposal  would  require  that  the 
mandated  disclosures  be  written  in  a 
manner  and  form  calculated  to  be  un¬ 
derstood  by  a  plan  fiduciary  who  has 
no  special  expertise  in  insurance  and  in¬ 
vestment  matters.  (3enerally,  this  will 
mean  that  technical,  complex  and  legal 
jargon  be  eliminated  and  that  easily 
understood  examples  and  illustrations 
be  provided.  For  example,  it  is  antici¬ 
pated  that  the  disclosures  relating  to 
cash  surrender  value  would  be  made  in 
a  tabular  or  graphic  form  that  would 
facilitate  a  clear  understanding  of  the 
information  being  presented.  All  infor¬ 
mation  required  to  be  disclosed  should 
be  clearly  understandable  without  the 
necessity  of  referring  to  any  other  doc¬ 
ument.  It  is  expected  that  any  descrip¬ 
tion  of  exceptions,  limitations,  reduc¬ 
tions  and  other  restrictions  on  benefits 
provided  under  the  contract  or  security 
will  not  be  minimized,  rendered  obscure 
.or  otherwise  made  to  appear  unimpor¬ 
tant.  Such  exceptions,  limitations,  re¬ 
ductions  or  restrictions  on  benefits 
should  be  described  in  a  manner  which 
is  not  less  prominent  than  the  style,  cap¬ 
tions,  printing  type  and  prominence  used 
to  describe  benefits.  The  disclosure 
should  not  be  written  in  a  way  that  em¬ 
phasizes  the  benefits  of  the  product  be¬ 
ing  recommended  and  de-emphasizes 
any  terms  or  provisions  of  the  product 
which  would  adversely  affect  such  bene¬ 
fits.  In  short,  all  disclosures  respecting 
the  nature  of  the  product  being  recom¬ 
mended  must  be  fair  and  even  handed, 
but,  of  course,  need  not  follow  the  order 
of  items  as  set  forth  in  the  exemption. 

These  conditions  are  proposed  to  be 
effective  only  for  purchases  after  De¬ 
cember  31,  1978,  to  enable  the  Agencies 
to  receive  further  comment  from  af¬ 
fected  persons.  All  interested  persons 
are  invited  to  submit  written  comments 
on  the  proposal  to  adopt  additional  con¬ 
ditions  to  Prohibited  Transaction  Ex¬ 
emption  77-9  set  forth  below.  In  order 
to  receive  consideration,  such  comments 
should  be  received  by  the  Department  of 
Labor  on  or  before  September  30.  1977. 
In  addition,  any  interested  person  may 
submit  a  written  request  that  a  hearing 
be  held  relating  to  the  proposed  addi¬ 
tional  conditions  to  Prohibited  Trans¬ 
action  Exemption  77-9.  Such  written  re¬ 
quest  must  be  received  by  the  Depart¬ 
ment  on  or  before  September  30.  1977, 
and  should  state  the  reasons  for  such 
person’s  request  for  a  hearing  and  the 
nature  of  such  person’s  Interest  in  the 
proposed  additional  conditions. 

All  written  comments  and  all  requests 
for  a  hearing  (at  least  six  copies)  should 
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be  addressed  to  Pension  and  Welfare 
Benefit  Programs,  Room  C-4526.  U.8. 
Department  of  Labor,  Washington,  D.C. 
20216,  Attenti(»i:  Proposed  Additional 
Condition  to  Prohibited  Transaction  Ex¬ 
emption  77-9.  All  such  comments  will  be 
made  part  of  the  record,  and  will  be 
available  for  public  inspection  at  the 
Public  Document  Room,  Pension  and 
Welfare  Benefit  Programs,  U  S.  Depart¬ 
ment  of  Labor,  Room  N-4677,  200  Con¬ 
stitution  Avenue  NW„  Washington.  D.C. 
20210  and  at  the  Freedom  of  Informa¬ 
tion  Reading  Room,  Internal  Revenue 
Service,  Room  1565,  1111  Constitution 
Avenue  NW.,  Washington,  D.C.  20224. 

The  proposal  to  adopt  additional  con¬ 
ditions  to  Prohibited  Transaction 
Exemption  77-9,  by  Inserting  section  V 
^d)  in  the  appropriate  place,  is  made  un-' 
der  the  authority  of  section  408  (a>  of 
the  Act  and  secti(m  4975(c)  (2)  of  the 
Code  and  in  accordance  with  the  pro¬ 
cedures  set  forth  in  ERISA  Procedure 
75-1  (40  FR  18471,  April  28,  1975)  and 
Rev.  Proc.  75-26, 1975-1  C.B.  72. 

•  •  •  •  • 
Prohibited  Transaction  Exemption  77-9 
Section  V 

(d)  In  the  case  of  any  purchase  made 
after  December  31,  1978,  the  Insurance 


agent  or  broker,  pension  consultant,  in¬ 
surance  company,  or  investment  com¬ 
pany  principal  underwriter: 

(1)  Effects  such  purchase  on  behalf 
of  a  plan  which,  at  the  time  of  such  pur¬ 
chase,  has  less  than  100  active  partici¬ 
pants;  and 

(2)  Provides  to  the  fiduciary  referred 
to  in  paragraph  (b)  of  this  section,  prior 
to  the  approval  described  in  that  para¬ 
graph,  written  disclosure  of  all  the  in¬ 
formation  set  forth  below  (in  addition 
to  the  information  required  by  para¬ 
graph  (c)  of  this  section) : 

(i)  With  respect  to  the  first  20  years 
of  the  recommended  insurance  or  annu¬ 
ity  contract,  a  tabulation  (or  illustra¬ 
tion)  showing,  by  year,  the  following: 

(A)  The  guarantee  cash  surrender  value 
for  a  contract  with  a  gross  annual  pre¬ 
mium  of  $1000  as  compared  to  (B)  the 
cumulative  total  of  annual  payments  of 
$1000  with  interest  of  6  percent,  com¬ 
pounded  annually; 

(ii)  If  the  insurance  or  annuity  con¬ 
tract  Includes  a  guaranteed  rate  (x  rate* 
of  return,  the  following  Information: 

(A)  The  rate  or  rates  of  return  and 
the  period  for  which  each  rate  is  appli¬ 
cable, 

(B)  The  percentage  of  the  gross 
annual  pmnium  to  which  such  rate  or 
rates  would  be  applied,  and 


(C)  Any  event  which  would  alter  such 
guaranteed  rate  or  rates  of  return,  and 
the  effect  of  such  alteration; 

(iii)  A  description  of  any  charges,  fees, 
discounts,  penalties,  or  adjustments 
which  may  be  imposed  under  the  recom¬ 
mended  contract  or  securities  in  connec¬ 
tion  with  the  purchase,  holding,  ex-  i 
change,  termination  or  sale  of  such  c(m-  * 
tract  or  securities.  j 

The  disclosures  required  by  this  para¬ 
graph  (d)  (2)  shall  be  made  in  a  mannor 
and  form  calculated  to  be  understood  by 
a  plan  fiduciary  who  has  no  special 
expertise  in  insurance  and  investment 
matters.  I 

•  •  •  •  •  ' 
Signed  at  Washington,  D.C.,  this  16th 
day  of  Jime  1977. 

Ian  D.  Lanoff,  • 
Administrator  Pension  and  Wel~ 
tare  Benefit  Programs,  De~ 
partment  of  Labor. 

Alvin  D.  Lurik. 
Assistant  Commissioner  •  (Em¬ 
ployee  Plans  and  Exempt  Or- 
ganixations)  Internal  Reve¬ 
nue  Service. 

[nt  Doe.77-17987  Wed  »-21-T7;8:4<  am] 
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